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How to use this book 


Exam themes 

At the beginning of each chapter, 
these give a quick overview of the 
key themes that will be covered in 
the exam 


Specification map 

Provides a quick and easy overview of the topics that you need to cover 
for the specification you are studying (see pages 6-7) 

Exam themes 

> _____ __— 

• The nature and purp 

• The role of price anc 

V_— 


ose of business activity. 

1 profits in resource allocation. 


Don’t forget 

Flags up areas of study that you 
must remember and which students 
commonly forget 


Macro-economic factors 


Speed learning 

Quick methods of learning key facts 


Action point 

A suggested activity linked to the 
content 


Checkpoint 

Quick question to check your 
understanding with full answers 
given at the end of the chapter 


Links 

Cross-reference links to other 
relevant sections in the book 


Don't forget 

, Can you provide any actual examples to 
support these points? 




Speed teaming , 


s Mnemonics can help. For examples of job 
• production remember CHOMP 
Channel Tunnel 
■ Hair style 
Oil painting 
: Millennium Dome 

i Palace ■ .A7;'V : ■ J 


-C 


Action point 


Can you provide any actual examples to 
support these points? 


In forensic scienoe what is the purpose of 
the polymerase chain reaction? 


All organizations operate in a macro-economic 
environment over which they have no control. 
Nevertheless it is important that firms understand 
the impact that macro-economic factors may have on 
their operations. 


Inflation may be caused by cost push or demand pull influences. It may 
also be imported. 

■4 Business may benefit from mild inflation. Rising prices are often 
associated with high levels of demand, and may encourage firms 
to expand production. Unemployment will tend to fall, further 
increasing the demand for goods generally. Rising prices may also 
raise the profit margin, increasing the total level of profits and 
resulting in share prices rising on the stock exchange. 

-4 Businesses may also suffer as a result of inflation. If inflation is 
higher than in neighbouring countries, domestic products become 
uncompetitive and may lose market share. Input prices will also tend 
to rise, putting pressure on current prices and profits. Inflation may 
also cause interest rates to rise. 


For more on supply-side policies see 
pages 54-55. 


Examiner’s secrets 

Hints and tips for exam success 


Watch out! 

Flags up common mistakes and 
gives hints on how to avoid them 



Examiner s secrets 


tropdcafions for business and society will 


of the benefits of the market system 
m allocating resources as well as its 
faftres. 


€^tvwtinaianA^(iwBtwoiff)d4% or 
5%, employers -are finding it difficult to 
recruit new staff 


Employment and unemployment 


The structure of employment has changed dramatically over time. In 1800 
most employees worked in the primary sector, but by 1900 a majority 
worked in the secondary sector and by 2000 the majority of employees 
worked in the tertiary sector. Employment and unemployment also 
vary between regions. Much of South-East England has very high levels 
of employment, while North-East England has relatively high levels of 
unemployment. 

Levels of unemployment vary throughout the business cycle. For 
example levels of unemployment may be significantly higher during 
a recession, resulting in a much lower level of demand for goods and 
services. On the other hand unemployment will be lower in periods of 
recovery, though even with the UK experiencing a high level of demand for 
goods and services, around 5% of the population remain unemployed. 

Unemployment may be either frictional or structural. Frictional 
unemployment may be temporary, e.g. people in between jobs, in seasonal 
jobs, etc. Structural unemployment occurs where the skills 
of the employee are not those that are required in the labour market. 

It is often associated with declining industries but may also arise as 
a result of a firm changing its processes so that it is now looking for 
employees with a different range of skills. 

In situations where the firm does find difficulty in recruiting labour, 
firms have four major remedies. They may limit (or not expand) their 
business activities, pay for the retraining of employees, try to poach skilled 
labour from another firm by paying higher wages, or look at different 
technologies which avoid the use of labour. All of these remedies impose 
costs and burdens on the firm. 
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i International trade and exchange rates 


International trade provides us with those products we cannot produce 
ourselves and also those products which can be more efficiently produced 
abroad. For the businessman, free international trade provides both 
benefits and costs. 

On the benefit side, the firm has a much larger market for its 
product, e.g. the Single European Market contains almost 400 million 
people. A larger market gives opportunities for scale economies and 
more efficient production. 

*♦ On the cost side the firm may find that competition is fiercer and 
that to survive it must reduce prices and profit margins. To compete 
internationally the firm may be forced to look for ways to produce 
more efficiently, to modify its product so that it is more attractive to 
the customer, and to look for new products to replace existing ones. 
Additionally if the firm does enter foreign markets it is likely to incur 
additional costs, including those from using foreign currency. 

The exchange rate is the value of one currency measured in terms 
of another. So, in early 2008, SI would buy you only €1.26. Yet only a 
few years before you would have got €1.47. Clearly changes in exchange 
rates have an impact on firms doing business abroad. Foreign exchange 
transaction costs arise because the firm that imports or exports from 
abroad is likely to pay and be paid in a foreign currency. 


Economic growth 


On the benefit side, economic growth increases the consumer’s ability 
to buy more and different products. It provides an opportunity for the 
business to increase sales to the more affluent consumer. It also allows the 
government to increase expenditure on a wide range of services without 
increasing tax rates. 

On the cost side, high economic growth may result in labour shortages 
and inflation as demand outstrips supply. More external costs, such as 
pollution, may result from higher growth. Rapid economic growth may also 
result in stronger competition from overseas firms. 


The period of the cycle is the time 
between successive peaks (or troughs), 
• often thought to be 8 to 10 years. 


: Test yourself )..... 

Use the information on these pages to 
draw up a table with five benefits and 
five drawbacks of market research. Write \ 
a paragraph balancing the argument for 
increased spending on market research 
Doing this will demonstrate the skill of 
evaluation. 


; Sources of information on trade and 
exchange rates include 
www.wto.org 
www.imf.org 
www.berr.gov.uk 


If incomes rise then products with 
high income elasticities of demand 
will gain most extra demand. Make 
sure you can explain 'income 
elasticity of demand’ 


A fall in an exchange rate makes 
: exports cheaper abroad and imports 
dearer at home! A rise will do the 
opposite. 


Thejargon 

A clear outline of what subject- 
related and examination-related 
jargon means 


Test yourself 

Quick memory recall activities 


Check the net 

Suggestions for useful websites 
related to the topic 


Grade booster 

Examiner suggestions on how to get 
the top grade 


Take note 

Extension notes on the core content 


1 Economic growth is expected to be high in the UK over the next three 
years. How might this influence the decisions taken by a firm? (20 min) 

2 You are required to advise a local firm which is entering the export market 
for the first time, in particular, the firm wishes to know: 

(a) the additional costs it is likely to incur 

fb) the implications of exchange rate fluctuations. (30 min) 


Exam practice 

Exam-style questions to check your 
understanding of the topic content 
with full answers given at the end of 
the chapter 
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The business 
environment 

This chapter looks at the ways in which the business environment impacts upon the 
organization. You will find that most specialist departments within the organization will 
be surveying their environments. In doing so they will be looking for trends in business 
activity or in attitudes and asking the question ‘what are the likely impacts upon the 
organization?' Because each firm is individual you will find that each has a unique 
environment and will be affected differently from other firms in the same industry. You 
may also find that a large firm working in several different markets faces several very 
different environments. 


Exam themes 


• The nature and purpose of business activity. 

• The role of price and profits in resource allocation. 

• Business classification and its impact upon business 
activity and decision-making. 

• The effects of political, economic, social and technological 
change upon the structure and activities of business. 

• The effects of competition on business behaviour. 

• The impact of size upon business operations. 


• The role of the state and the EU. 
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The market 


■_ \ Don't forget 

; A market need not have a particular 
location, e.g, on-line purchase and supply. , 


Take note j 

I Make sure you can distinguish 
between movements along a demand 
; curve and shifts in a demand curve. 
Movements along the demand curve 
are due solely to a change in the 
i price of the product. 


In a capitalist or free enterprise economy 'the market' 
is at the heart of the economic system. It is in the 
market that buyers and sellers interact and thus 
determine the prices and quantities of the goods and 
services exchanged. 



Demand refers to the quantity of a product (good or service) that 
consumers are willing and able to purchase at a given price. The majority 
of demand curves are downward sloping from left to right, such as DjDj in 
diagram (a) below showing that as price falls, demand for the product 
expands. This is because the product is now cheaper, becoming relatively 
more attractive to the consumer. Conversely, when the price rises, 
demand contracts as the product becomes relatively less attractive to 
purchase when compared with others the consumer can buy. 


_ _f" The jargon; 

The terms expand/contract usually refer 
to a movement along a demand curve; 
increase/decrease to a shift in a demand 
curve. j 



Why might the demand tor apples 

(a) shift to the right 

(b) shift to the left? 




The demand curve may also shift so that more or less is demanded at 
any given price. Diagram (a) also shows a separate demand curve D 2 D 2 
that has shifted to the right of the original demand curve. This is because 
factors other than the price of the product have changed. These factors are 
known as the conditions (or determinants) of demand, and include 


*♦ changes in income of consumers 
■4 changes in tastes of consumers 

-* changes in price of substitutes or complements in consumption 
-♦ demographic changes 


_The jargon ] 

I The terms expand/contract usually refer j 

j to a movement along a supply curve; 

I increase/decrease to a shift in a supply j 
i curve. j 



Why might the supply of apples 

(a) shift to the right 

(b) shift to the left? 



Supply refers to the quantity of a product that producers are willing and 
able to supply at a given price. The majority of supply curves are upward 
sloping from left to right, such as SA in diagram (b), showing that as price 
rises, supply of the product expands. This is because the price rise induces 
existing producers to produce more and may also attract less efficient 
producers to the industry. Conversely as the price falls, existing producers 
will produce less (supply contracts) and marginal producers will leave 
the market. These movements along the supply curve are due solely to a 
change in the price of the product. 

Like the demand curve, the supply curve may also shift so that more or 
less is supplied at a given price. In diagram (b), the supply curve S 2 S 2 has 
shifted to the right, indicating that more of the product is supplied at any 
particular price. Behind this shift in the supply curve are changes in the 






























4 changes in the price of production inputs 
changes in technology 
■4 changes in the price of other goods 
-4 changes in taxes or subsidies 


Price determination 


In a free market prices are determined by the intersection of demand and 
supply As diagram (c) shows, the equilibrium price is where the quantity 
demanded is the same as the quantity supplied; at price P! the quantity Q, 
is both demanded and supplied. Of course, price may be set at levels other 
than the equilibrium price. In diagram (c) at price P 2 there is excess supply 
and the unsold product brings pressure to reduce prices. However at 
price P 3 there is excess demand with pressure to raise prices. In each case 
the pressure to reduce or raise prices is only stopped at the equilibrium 
price Pj. 

You should be aware that the equilibrium price may change if any of 
the conditions of demand or supply change. Diagram (d) shows the impact 
on equilibrium price of a decrease in supply (price rises from P! to Pj). 



Can you show the impact on an initial 
equilibrium price/quantity for apples of: 

(a) tastes changing towards apples 

(b) a fall in costs of apple production? 


Links 

j Price sensitivity is measured by 
I calculating the price elasticity of demand. | 
| See page 87. : :i 




(c) (d) 


The role of profit 


Profit is revenue minus cost. Profit will often guide firms as to how to use 
scarce resources, e.g. deciding how much of alternative products 
to produce. Profit also has a number of other functions. 

4 It is a reward for risk taking. Entrepreneurs can never be sure their 
ideas are going to be successful as people have freedom of choice. 

4 It is a spur to efficiency. To achieve maximum profits the firm seeks to 
use its resources as efficiently as possible in order to keep costs to 
the minimum (e.g. improve methods of production). 

•4 It provides the resources for expansion. Roughly 60% of all profits are 
‘ploughed back’ into the business. 


Action point 

; Think about the impact on price P, of an 
increase in supply, decrease in demand, 
increase in demand. 



Profit is an important business objective 
but there are others. What are they? 


Check the net 

V, . . .. • . ■ . . .. J \ 

. Look at how the following companies use : 
j their profits. 

! www.marksandspencer.com 
www.sainsburys.co.uk ! 




.. . .. _, _ ... •’ 

1 Assess the impact of a sharp rise in petrol prices on the sales of cars. (15 min) 

2 At different times governments have imposed: 

(a) maximum price legislation or 

(b) minimum wage legislation. 

Discuss the impacts of one of these types of legislation on firms, 
individuals and the government. (30 min) 


Grade booster 


Using diagrams can help make your 
answer clearer. It may also help you to 
think of short-term and long-term time 
periods. 

V_ J 

11 





















Markets and competition 


“People of the same 
trade seldom meet 
together. . . but the 
conversation ends in 
. . . some contrivance 
to raise prices. ” 

Adam Smith 


Competition is admired because it prevents a firm from 
raising prices or reducing quality in order to increase 
profits. The more competitive the market, the less 
likely it is that the consumer will be exploited. 


The spectrum of competition 


Not all markets are equally competitive. At one extreme is the ‘ideal’ 
of a perfectly competitive market, where market forces ensure the 
consumer obtains the products they want at the lowest possible price. 

At the other extreme is pure monopoly, where one seller controls 
the market and can manipulate quantity (or quality) so as to raise prices 
and profits. Between these two extremes we have the more usual market 
situations of monopolistic competition and oligopoly. The characteristics 
of each form of competition are shown below. 


Watch out! 


In investigating the use of 'monopoly 
power, the government defines a 
monopoly as a firm with more than 25% 
of the market. 


Perfect 
competition 
■4 undifferentiated 
product 
4 free entry 

-4 many sellers 
■4 price takers 
-4 low profits 


Monopolistic Oligopoly 
competition 

4 differentiated -4 differentiated 


product 
-4 free entry 

*4 many sellers 
*4 price takers 
-4 low profits 


product 
■4 barriers to 
entry 

*4 few sellers 
-4 price makers 
-4 high profits 


Monopoly 
(pure) 

-4 no substitutes 


■4 barriers to 
entry 

-4 single seller 
-4 price maker 
*4 high profits 


interdependent 


_ Example 

Branding, through advertising and 
\ promotion, is often a way to differentiate 
a product. It is estimated that a branded 
product can be sold at prices around 10% 
higher than an unbranded product. 


List some other potential barriers to entry. 


The jargon 

Oligopoly is where a few large firms 
dominate the industry. For example, the 
top five firms in the UK cement industry 
produce over 80% of total output. 


Competition and profits 


In highly competitive situations the firm may find the price it can charge is 
determined by the actions of consumers and other firms in the industry. 
That firm is said to be a price taker. In such situations 
the firms will be keen to lower costs, perhaps through adopting new 
production methods, in the hope of obtaining a competitive advantage over 
their rivals. 

In many markets though the firm is a price maker, exercising some 
degree of control over price and profits. The key lies in the ability of 
the firm to produce a differentiated product and so insulate itself from 
competition. The more unique the product is perceived to be, the fewer 
will be the number of satisfactory substitutes, thereby strengthening the 
firm’s market position and its control over price. 

Any higher profits that arise from this situation though may act as a 
magnet to other firms. To prevent these firms entering the industry and 
competing away profits there must be barriers to entry. The amount of 
capital required to set up is often a major barrier to new firm entry. 

Many large firms in this country could be described as oligopolies. The 
extent of oligopoly is often measured through the concentration ratio. For 
UK industry as a whole the five firm concentration ratio stands at around 
50% and in many cases is far higher. In such situations firms are less likely 
to compete on price (e.g. fear of ‘price warfare’) but non-price competition 
may become very important. 












Fixing the market 


There have been many attempts by firms to manipulate the market 
to their own advantage. It is for this reason that most national governments 
(and the EU) have introduced legislation to control 
unfair competition. 

In the UK the government has power to investigate 

-* monopoly situations, including local monopolies 
-> proposed mergers and takeover bids 
4 anti-competitive practices 

Where an activity is thought to be against the public interest the 
government may refuse to allow a merger to go ahead, seek assurances 
from firms that they will not act in certain ways in the future, or fine them if 
they have acted illegally. 


Watch out! 


Be familiar with the work of the 
Competition Commission and the 
Office of Fair Trading in the UK 
(see pages 22-3). Also check out aspects 
of EU competition policy. 


Jargon 

; A cartel exists when a group of firms 
agree production or sales quotas for each 
; member. These arrangements allow firms 
i to make greater profits than when trading 
independently. 


Market failure 


The role of a market is to ensure that resources are allocated efficiently. At 
times though the market ‘fails’. For example, an oligopolistic industry often 
results in higher prices and profits and unusually high expenditures on 
advertising and promotion. 

Market failure may also occur because of externalities. The situation 
arises when only private costs are included in the price of the product. 
Thus if a firm making chemicals is allowed to pump its waste material 
into the river or sea rather than treat it, then the price of chemicals will 
be lower and more will be purchased than if all the costs, including social 
costs, had been taken into account. 

Governments may also intervene in markets for reasons of equity 
(fairness), e.g. taxing high earners to support pensioners. 

« i ? ? ';*£ * I 'iJJ l i },; : J: • • 

1 A. Loonat has just taken over control of his father's engineering business. 
The firm operates in a very competitive environment with very low profit 
margins. Can you suggest potential strategies that he might adopt to 
improve competitiveness? (15 min) 

2 According to various newspaper reports British motorists may pay up 
to 30% more for a new car than if they bought the same model on the 
continent. Equally the price of a train journey from Wakefield to London 
can cost over £100 or as little as £30. What factors enable firms to charge 
these different prices? Why would firms want to do this? (30 min) 

3 A recent article on a pensioner stated that she had difficulty in affording 
even basic items of clothing. Presents for her grandchildren were out 
of the question. Council house rent had climbed to a level where many 
pensioners had to claim housing benefit whilst heating bills in winter were 
far too high. 

(a) Where prices are set by the market, why can't some people afford 
them? (10 min) 

(b) If everything was provided through the market, what sort of needs 
would 'poor' people have to go without? (10 min) 

(c) How does the government try to overcome this problem? (10 min) 


Can you give some other examples of 
externalities'! 


Action point 

Can you list some of the social costs in 
this example? 


Check the net 



For more on markets and competition visit: 
www.bized.co.uk 


Examiner's secrets 


The concept of externalities and its 
implications for business and society will 
appear in most examinations. Be aware 
of the benefits of the market system 
in allocating resources as well as its 
'failures'. 

_ J 











Macro-economic factors 


-v- 

Can you briefly explain each of these 
causes of inflation? 



All organizations operate in a macro-economic 
environment over which they have no control. 
Nevertheless it is important that firms understand 
the impact that macro-economic factors may have on 
their operations. 


Inflation 


Inflation may be caused by cost push or demand pull influences. It may 


_ 


Whereas mild inflation may bring benefits 
which outweigh costs there is always the 
risk of hyper-inflation, i.e. very rapid rises 
in price. 

v_ . - - 



Check the net 

For information on inflation 
www.bankofengland.co.uk 
and on unemployment 
www.oecd.org 
www.tuc.co.uk 


Define each of these sectors. (See also 
page 42.) 


_ Example 

i In 1999, unemployment in Merseyside 
I was over 9% compared with 2.6% in the 
I South-East. 


_ 


Even with unemployment around 4% or 

5%, employers are finding it difficult to 
recruit new staff. 

s_—-' 



_( Don't forget j 

1 You should be aware of the major 
argument about whether 
j 'work should be taken to the workers' or 
i 'workers should move to the work. j 


also be imported. 

4 Business may benefit from mild inflation. Rising prices are often 
associated with high levels of demand, and may encourage firms 
to expand production. Unemployment will tend to fall, further 
increasing the demand for goods generally. Rising prices may also 
raise the profit margin, increasing the total level of profits and 
resulting in share prices rising on the stock exchange. 

•4 Businesses may also suffer as a result of inflation. If inflation is 

higher than in neighbouring countries, domestic products become 
uncompetitive and may lose market share. Input prices will also tend 
to rise, putting pressure on current prices and profits. Inflation may 
also cause interest rates to rise. 


Employment and unemployment 


The structure of employment has changed dramatically over time. In 1800 
most employees worked in the primary sector, but by 1900 a majority 
worked in the secondary sector and by 2000 the majority of employees 
worked in the tertiary sector. Employment and unemployment also 
vary between regions. Much of South-East England has very high levels 
of employment, while North-East England has relatively high levels of 
unemployment. 

Levels of unemployment vary throughout the business cycle. For 
example levels of unemployment may be significantly higher during 
a recession, resulting in a much lower level of demand for goods and 
services. On the other hand unemployment will be lower in periods of 
recovery, though even with the UK experiencing a high level of demand for 
goods and services, around 5% of the population remain unemployed. 

Unemployment may be either frictional or structural. Frictional 
unemployment may be temporary, e.g. people in between jobs, in seasonal 
jobs, etc. Structural unemployment occurs where the skills 
of the employee are not those that are required in the labour market. 

It is often associated with declining industries but may also arise as 
a result of a firm changing its processes so that it is now looking for 
employees with a different range of skills. 

In situations where the firm does find difficulty in recruiting labour, 
firms have four major remedies. They may limit (or not expand) their 
business activities, pay for the retraining of employees, try to poach skilled 
labour from another firm by paying higher wages, or look at different 
technologies which avoid the use of labour. All of these remedies impose 
costs and burdens on the firm. 











Irtrrii ilional trade provides us with those products we cannot produce 
ourselves and also those products which can be more efficiently produced 
abroad. For the businessman, free international trade provides both 
benefits and costs. 



Despite the arguments for free trade 
many people argue for 'protection'. Briefly 
outline some of these arguments. 


On the benefit side, the firm has a much larger market for its 
product, e.g. the Single European Market contains almost 400 million 
people. A larger market gives opportunities for scale economies and 
more efficient production. 

-* On the cost side the firm may find that competition is fiercer and 
that to survive it must reduce prices and profit margins. To compete 
internationally the firm may be forced to look for ways to produce 
more efficiently, to modify its product so that it is more attractive to 
the customer, and to look for new products to replace existing ones. 
Additionally if the firm does enter foreign markets it is likely to incur 
additional costs, including those from using foreign currency. 

The exchange rate is the value of one currency measured in terms 
of another. So, in early 2008, SI would buy you only €1.26. Yet only a 
few years before you would have got €1.47. Clearly changes in exchange 
rates have an impact on firms doing business abroad. Foreign exchange 
transaction costs arise because the firm that imports or exports from 
abroad is likely to pay and be paid in a foreign currency. 


Economic growth 


On the benefit side, economic growth increases the consumer’s ability 
to buy more and different products. It provides an opportunity for the 
business to increase sales to the more affluent consumer. It also allows the 
government to increase expenditure on a wide range of services without 
increasing tax rates. 

On the cost side, high economic growth may result in labour shortages 
and inflation as demand outstrips supply. More external costs, such as 
pollution, may result from higher growth. Rapid economic growth may also 
result in stronger competition from overseas firms. 


Links 


: For more on scale economies see 
pages 132-3. 


Take note 


A fall in an exchange rate makes 
exports cheaper abroad and imports 
dearer at home! A rise will do the 
opposite. 


Check the net 

: Sources of information on trade and 
exchange rates include 
! www.wto.org 
| www.imf.org 
! www.berr.gov.uk 


Grade booster 


If incomes rise then products with 
high income elasticities of demand 
will gain most extra demand. Make 
sure you can explain 'income 
elasticity of demand'. 

^ .../ 
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1 Economic growth is expected to be high in the UK over the next three 
years. How might this influence the decisions taken by a firm? (20 min) 


2 You are required to advise a local firm which is entering the export market 
for the first time. In particular, the firm wishes to know: 

(a) the additional costs it is likely to incur 

(b) the implications of exchange rate fluctuations. (30 min) 


Watch out! 


Make sure you can explain how the 
macro-economic factors will affect 

an individual business. 

k-y 



















Controlling the economy 


Check the net 

| There are many sites which look at 
current trends, including 1 the business 
i cycle 

www.cbi.org.uk 

www.pwc.com 


Here we seek to understand the nature of the business 
cycle, how the government tries to control the cycle and 
the implications of the cycle for the business person. 


The business cycle 


Over the past 25 years the aggregate demand for goods and services has 
grown at roughly 2.2% per year in real terms. However the actual trend of 
business activity has moved above and below this trend line in a business 
cycle consisting of booms and slumps. Some observers suggest a distinct 
pattern to the cycle, with four different phases. 


The jargon 

The period of the cycle is the time 
between successive peaks (or troughs), 
often thought to be 8 to 10 years. 


Watch out! 


Self-fulfilling expectations occur where a 
belief leads to actions which result in that 
belief actually happening. 



You should also be aware of the impact 
of the accelerator and multiplier on the 
business cycle. Try to explain these ideas. 



Slump 

Recovery 

Boom 

Recession 

employment 

low 

rising 

high 

falling 

skill shortages 

few 

starting 

high 

falling 

inflation 

low 

low, rising 

high, rising 

falling 

investment 

low 

rising 

high 

falling 


In practice the four-phase cycle is quite complex. Not only can the 
length (period) of the cycle vary, the length of individual phases may also 
vary from cycle to cycle. 

Expectations play an important part in the length of the cycle and the 
individual phases. If firms believe that aggregate demand is likely to fall in 
future, they are likely to reduce investment in capital equipment and stocks 
now. Equally, if firms believe that aggregate demand is likely to rise, they 
are likely to increase such investment. 

You will find that there are a number of decision areas the firm has to 
consider apart from investment. These include 

■4 capital structure and gearing 
-* market volatility 
4 output break-even point 
■4 human resource management 



Fiscal policy may also have objectives 
other than stabilization. What are they? 


The jargon 

Marginal propensity to consume is the 
extra consumer spending from the last 
unit of income received. 


Fiscal policy 


The government uses its budget to influence aggregate demand. Taxes 
and government expenditure can be affected directly by the budget, but 
consumption and investment only indirectly. In general terms we can say 
that an important aim of the government is to stabilize economic activity. 
Thus in a recession the government would wish to increase the level of 
aggregate demand, perhaps by reducing taxes, increasing spending, or 
some of both. Aggregate demand could also be increased by redistributing 
income from those who have a low marginal propensity to consume (e.g. 
high income groups) to those who are likely to spend a greater proportion 
of any extra income (e.g. low income groups). Equally the government 
may encourage or discourage the consumption of certain goods through 
taxation or subsidies. 

In determining the impact of fiscal policy upon a single firm you should 
consider both the overall effect of fiscal policy on the level of economic 












activity within the economy and more specific measures designed to affect 
demand in that firm’s sector of operations. 


Monetary policy 


The economy may also be affected through monetary policy. In recent 
years the major weapon of monetary policy has been interest rates to 
control bank lending and therefore the supply of money in circulation. 
Movements in the level of interest rates may be used to encourage or 
discourage spending. This then would have an effect on demand for goods 
and services, potential levels of inflation, employment, exchange rates 
and foreign trade. In a situation where consumers have too much money 
to spend (from increased wages and credit) and where output is near its 
maximum (with the risk of inflation), interest rates will tend to be raised; 
and vice versa. 


Supply-side policies 


Some economists argue that the UK economy is not performing to full 
potential because there are ‘supply-side’ problems. In particular, they 
have focused on the labour market. They argue that output is restricted 
and unemployment raised by factors such as the power of trade unions, 
minimum wage legislation and the social security system. Other supply- 
side policies include efforts by governments to create more incentives for 
employers and employees through extra tax allowances, lower tax rates, 
etc. in the hope that such incentives will raise investment and productivity 
of both capital and labour. 


Watch out! 


The Monetary Policy Committee now 
sets interest rates independently of 
government. 


Don't forget 

i Raising interest rates discourages firms 
| and consumers from borrowing (and 
1 spending) money (and vice versa). 


Example 

| Policies aimed at reducing government 
: regulations in labour markets are also of 
: this type. 


Links 

For more on supply-side policies see 
I pages 62-3. 


nTMfrwbo’W 4*' 
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1 The table below charts the level of increase in GDP for a country over 
5 years from 1995 to 1999. 


1995 1996 1997 1998 1999 2000 2001 

2.1% 1.2% -0.2% 0.7% 1.2% 

(a) Estimate the GDP % values for 2000 and 2001. (5 min) 

(b) Comment on the problems in estimating these figures. (5 min) 

(c) Briefly explain two ways in which the government could encourage 
reflation (expansion of demand) in the economy. (10 min) 

(d) Describe two problems that a manufacturing firm might experience 
from an increase in demand during an economic recovery. (10 min) 

(e) How could a marketing department assist in the recovery of a business 
following a recession? (10 min) 

2 The government is expected to use its budget to lower the level of 

economic activity through a reduction in real incomes. What will be 

the impact on 

(a) an off-licence selling mainly cigarettes and alcohol 

(b) a travel firm specializing in exotic holidays? (20 min) 


Grade booster 


Make sure you can analyse and evaluate 
the impact of these government policies 
upon business organizations. 


Grade booster 


Think about the policy instruments the 
government can use to raise or lower 
aggregate demand. Consider the impact 
of these measures on the individual firm. 
v______ 


















Social and 

demographic influences 


Firms operate in a dynamic and complex social 
environment. Social and demographicfactors influence 
the firm, not only in terms of the types of product it 
produces but also in the ways in which it produces 
them. Conversely, the actions of the firm may also 
influence the attitudes and behaviour of consumers 
and of the wider society. 


Watch out! 


In many countries real GDP per capita 
is used as an index of the 'standard of 
living' but is actually falling as population 
growth outstrips economic growth. 


Example 

By 2007 the population of pensionable 
age is projected to exceed the number 
of children. 

Source: www.statistics.gov.uk 



Suggest how a marketing department 
might use 

(a) age 

(b) sex 

(c) ethnicity 

to segment a market. 


Demographic changes 


Demography is the study of population in terms of its size and char¬ 
acteristics. Globally the population is expanding rapidly. The biggest 
increases are in the Far East and South America. Within Western Europe 
population growth has been very small, with some countries (e.g. 
Germany) experiencing a decline in population. 

Within the UK, three important demographic trends have been taking 
place, namely 

-4 An ageing population The birth rate has been falling since the 
1960s. As a result we have a declining youth population and an 
increasing proportion in the older age groups. 

-4 Changing household structure There are fewer married couples with 
dependent children and more married couples with no children. 
There has also been a doubling in the number of both one parent 
families with dependent children and one person households. 

-4 Geographic distribution The bulk of the UK population lives in the 
Midlands and the South of England. There is also a slow movement 
from rural to urban areas. Conversely there is a movement amongst 
affluent workers away from urban centres into the surrounding 
countryside. 

These changes have many implications for businesses, and for public 
sector and the voluntary organizations. They will alter patterns of 


■4 consumption 
-4 savings 
■4 employment 


■4 production 
•4 investment 
■4 innovation 



What opportunities have been created for 
firms by the growth of 'working mothers'? 


Watch out! 


Within a society you will often find that 
as well as a distinct national culture there 
will be numerous sub-cultures. 


Social and cultural influences 


Differences in the pattern of consumption cannot solely be explained 
by economic and demographic factors. Many more are explained by social 
and cultural factors. Whilst most of these are outside the control of the 
organization, an understanding of them is essential for it to be successful in 
that market. 

By ‘culture’ we are referring to a set of values, attitudes, beliefs and 
customs which shape the way we view, and interact with, the rest of 
society. This culture is handed down through family, schools and other 
institutions. 

Culture is important to the business because it determines 


-4 the products which are acceptable 

-4 the kinds of promotion which are acceptable 









■4 the colours which are acceptable 
■4 the methods that can be used for selling 

One important determinant of an individual’s pattern of behaviour 
(including consumption) is social class. A social class is made up of people 
who share certain common features. These would include occupation, 
income, education, wealth and lifestyle. The most widely used technique 
is to classify people into social classes according to the occupation of the 
head of the household. Evidence suggests that this has a major influence 
on consumers’ buying behaviour. More importantly there is evidence that 
such buyer behaviour will change as individuals move from one social 
class to another. 

Social and cultural attitudes change over time. In some cases the change 
is swift and can be the result of information in the media (e.g. fads and 
fashions). Such rapid changes in attitude may cause major problems for 
business organizations. In other cases the change is rather slower, with our 
attitudes broadly shaped by the experiences we encounter and the groups 
we belong to. Thus family, religious groups, leisure clubs, work and travel 
will all contribute to the shaping of culture. 


Example 


Group 

Description 

% 

A 

Upper middle class 

3 

B 

Middle class 

11 

Cl 

Lower middle class 

22 

C2 

Skilled working class 

32 

D 

Working class 

23 

E 

Pensioners and Unemployed 

9 


Social and cultural attitudes have changed significantly over the last 
20 years. 


The organization's response 


Changes 

concern for healthy living 
concern for the environment 

greater life expectancy 
more single person households 


Firm responses 

natural foods, low fat products, 
keep-fit centres 

recycled products, environmentally 
friendly products, better pollution 
controls in production processes 
new ranges of products catering 
for the elderly 

smaller houses, singles holidays, 
smaller portions of pre-packed 
foods 


Watch out! 


The organization may itself seek 
to change social attitudes through 
advertising and promotion, thus making 
the purchase of certain products 
acceptable. 

v______J 


Action point 

Can you identify any other firm responses 
! to these changes? Can you identify any 
other changes and likely firm responses? 
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A local retailer of children's clothing obtains the following information from 
the census. 


■f,-! 


The total population in the town has fallen by 7%. The number of children 
aged 0-15 has declined by 17%; 15-35 years has fallen by 12%, 35-55 years 
has increased by 19% whilst pensioners have risen by 5%. 

(a) What is the census? (5 min) 

(b) For the retailer, what is the most significant piece of information? (5 min) 

(c) What are the implications of these trends? (10 min) 

(d) What other information would help the firm? (5 min) 

(e) Explain what action you would expect the firm to take. (5 min) 


Grade booster 


Make sure your answer takes into account 
the data presented and concentrates on 
the local retailer of children's clothing. 

Try to be specific. 











Technological influences 


_' Examples 

Other technological changes include 
the development of superconductors, 
artificial intelligence, biotechnology, new 
materials. 


Technology has had a major impact upon business in 
the last two decades. It has led to the development 
of new products and new processes for making these 
products together with new ways of distributing 
products and storing information. The adoption of 
'new' technology has important implications for 
the success of the firm and for a country s rate of 
economic growth. 


( Check the net 

Use the search engines on the net to 
research e-commerce. Alternatively 
visit www.alti.gov.uk for more general 
information on technology. 


Technological change and business 
implications __ 


At the heart of today’s technological change is the microchip. This has 
transformed the computer industry and led to a tremendous growth 
in information technology. Combined with the development of the 
telecommunications industry, all aspects of business operations have been 
affected and new opportunities created. 


_( * Example 

Most call centres are located outside 
London, many outside the UK. 


_£ The jargon 

CAD (page 150) refers to computer aided 
design, CAM (page 150) to computer 
aided manufacturing and JIT (page 135) 

| to just in time. 


_ Action point 

Can you give any examples here? 


Grade booster 


Technological change can also have 
benefits for workers such as better 
working conditions, more interesting 
jobs, greater job security. 

Can you give some actual examples? 


-* Planning and control within an organization have been facilitated 
by the ability to store and rapidly transmit large quantities of 
information. This enables transnational companies to control 
subsidiaries more easily. 

-> Location Large scale administrative or productive units can now 
be located away from the head office, in areas where the costs of 
buildings and labour are lower and without any loss of efficiency. 

-* Production CAD will shorten the length of time to design and build 
a new product. CAM (e.g. robotics) has enabled some monotonous 
manufacturing jobs to be eliminated as well as enabling a movement 
from the production of standardized to customized products. 
Computerized stock control has resulted in the introduction of 
JIT management techniques. 

•4 Administration Many routine administrative tasks involving data 
processing and retrieval can be computerized, with cost savings. 
Similarly standard letters, financial statements and sales material 
can all be computerized, saving ‘creation’ time. There is also 
the possibility of ‘delayering’ within the organization with the 
computerization of many routine middle management processes. 

You should be aware that the new technology may also be viewed as a 
threat to the firm as well as an opportunity, threatening the survival of an 
industry or destroying a market. There are many examples of firms which 
have failed to note changes in the use of technology within their industry 
until it was too late! 


Technology and the workforce 


The workforce has been just as affected as the firm by new technology. For 
example, we have seen 

-4 the deskilling of some high skill jobs, e.g. printing trades 
"4 a reduction in unskilled and semi-skilled jobs 
■4 a reduction in the number of supervisors and middle managers 
-» a loss of jobs through the transfer of manufacturing or servicing 


















4 the transfer of tasks to homeworkers 

*4 an increase in demand for operatives with higher level skills 
4 the need to undergo retraining several times in a working life 
4 an increase in stress from greater flexibility, a faster pace of work, 
more job insecurity or a loss of status 



We have seen that technology can bring about considerable change 
within an organization - much of it affecting employees. Many employees 
fear change, even though they recognize its inevitability. There are many 
reasons 

4 possible loss of job 4 need for retraining 

4 transfer to another job 4 skills become redundant 

4 break-up of social groups 4 need to make new friends 

This fear of change may be heightened by poor communications 
(which allows rumour or gossip), an overly formal management style, 
etc. Resistance to change may manifest itself in industrial action or in low 
worker morale, reducing productivity and the standard of service given to 
the firm’s customers. 

However resistance to change can be contained and changes can more 
easily be introduced with a proper strategy. This should include 

4 identifying the workforce changes needed and planning them 
4 communicating the changes (and the reasons for them) as soon as 
possible to avoid the problems of the grapevine 
4 involving the trade unions, so that the workers participate in the 
change process 

4 ensuring that social groups are not disturbed 

4 giving guarantees where possible (e.g. no compulsory redundancies) 
and retraining where necessary 
4 introducing the changes slowly, where possible 
4 explaining the benefits of change 
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The greater availability and the reducing cost of information technology 
(IT) have increased the number of people who are able to work from home 
rather than the office. 


(a) How has IT enabled this to occur? (10 min) 

(b) Assess why this development may, or may not, continue to grow in 
the future. (20 min) 


2 Sandal Manufacturing Ltd, a medium-sized manufacturing company, 
introduced information technology into its manufacturing and 
administrative processes as a means of improving profitability. However, 
in the year of its introduction, far from improving profitability, profits 
have fallen. 

Explain why an organization might experience a reduction in profitability 
following the introduction of information technology. (30 min) 


Can you explain how new technology 
might actually create more jobs than it 
destroys? 


Action point 

: Can you provide any actual examples to 
support these points? 


Grade booster 


In a case study situation, ensure you 
analyse both the benefits and problems 
arising from the material. In evaluating 
the scenario you should be aware of the 
many unquantifiabie issues in making 
your judgement. 

V .a . ; _ 


Grade booster 


Try to give reasons and then apply them 
to particular situations. The production 
and administrative processes might be 
dealt with separately. 












Business and the law 


Business law exists to ensure that firms can engage 
in lawful activity without impediment and to restrain 
unlawful activity by that or any other firm. 



How does consumer legislation affect 

these situations? 

(a) An advertising agency running a 
series of advertisements for seaside 
hotels. 

(b) A retailer holding a 24-hour sales 
bonanza. 

(c) A manufacturer of electrical plugs. 

(d) A retailer who refuses to accept 
liability because there is an exclusion 
clause in the consumer contract. 


Consumer protection law 


In the past the relationship between business and the consumer was best 
described by the legal maxim ‘caveat emptor' or ‘buyer beware’. This 
indicated that the buyer had to use common sense when entering into a 
contract to purchase goods. The onus was on the buyer to ensure that 
everything was satisfactory and functioning as claimed. This, of course, 
left the consumer wide open to abuse, particularly as products became 
more sophisticated. Additionally the manufacturer or retailer was in a far 
stronger position to resist consumer complaints and had the financial 
resources to fight any legal action brought by a consumer. 

Today the consumer is in a far stronger position and the supplier must 
abide by a series of Acts designed to protect the rights of the buyer. The 
consumer has also become far more knowledgeable as a result of the many 
‘consumer’ watchdog programmes on TV and radio. 

The major consumer protection legislation is as follows 


Action point 

Identify a major recent merger proposal. 

: Note down how the merger might 
influence competition in that sector. 


•4 Trade Descriptions Acts 1968/72 make it illegal for a trader to give a 
false or misleading description of the goods on offer 
-* Consumer Credit Act 1974 requires that all credit brokers should be 
licensed and that the true cost of borrowing be disclosed 
-» Sale of Goods Act 1979 insists that the product should be of 
merchantable quality, fit for its purpose and as described 
-* Consumer Protection Act 1989 requires that manufacturers and 
retailers provide warnings, safety advice and instructions for all 
dangerous goods 

Consumer protection legislation has 

-4 protected the purchaser against unscrupulous traders 
-4 ensured that all traders compete on equal terms 
4 made traders more concerned about product quality and customer 
satisfaction 

-4 increased business costs 


Watch out! 


The Competition Commission is the new 
name for the Monopolies and Mergers 
Commission (MMC). For information on 
the work of the Commission, go to 
www.competition-commission.org.uk 


Competition legislation 


The state is keen to encourage competition because of its beneficial effect 
on prices, quality, efficiency and innovation. Firms, however, may seek to 
avoid the problems caused by competition. Thus firms may merge rather 
than compete. Alternatively they may adopt restrictive practices such as 
making secret agreements with their competitors on prices and output, or 
restricting supplies to those retailers who are unwilling to maintain pre¬ 
set prices. Legislation has been introduced in both the UK and the EU to 
promote competition. 

UK legislation: the Monopolies and Mergers Act 1965, Fair Trading Act 
1973 and Competition Act 1999 have given the UK government power to 
investigate monopolies (over 25% of market) and mergers which might be 
‘against the public interest’. The Director General of Fair Trading can refer 









monopolies to the Competition Commission. Restrictive practices must be 
registered and can be challenged. 

EU legislation: applies to trade between member states. In the case of 
conflict between UK and EU law the latter has precedence. There are three 
broad categories outlined in the Treaty of Rome: 

Article 87 forbids governments to give aid to firms or industries 
where the effect is to distort competition 
-* Article 85 bans restrictive practices which allocate markets, limit 
output or determine prices 

"+ Article 86 bans an abuse of a dominant position, for example where 
a firm uses its power to impose unfair terms on suppliers, retailers, 
consumers or competitors 


Example _ 

j Few mergers have been investigated 
| (less than 200 over 50 years) and even 
I fewer prevented (less than 3% of those 
j investigated). 


Grade booster 


Make sure you can give practical 
examples of how both UK and EU 

legislation has worked, 
v___v 


Employment law 


Until the last 25 years employment legislation dealt with the relationship 
between trade unions and employers. Much of this legislation appeared 
in a series of Trade Union Acts between 1871 and 1927, often referred to as 
collective labour law. Trade unions are a major force in the labour market 
and the last Conservative government believed that they prevented the 
operation of free market forces and were the cause of high wage costs and 
low labour productivity. Thus between 1979 and 1997 a series of acts was 
passed which effectively limited union powers. 

Individual labour law refers to legislation that guarantees individual 
workers a ‘floor of rights’. This floor of rights has been considered 
necessary because of the imbalance of bargaining power between the 
employer and the employee. In 1999 the UK introduced a national 
minimum wage (NMW) for workers over 18 years of age. 

In recent years UK employment law has become more closely aligned 
with that of the EU. The Labour government has abandoned the ‘opt out’ 
from the EU Social Chapter agreed in Maastricht in 1992. The UK has now 
introduced various EU directives aimed at improving working conditions, 
e.g. the Working Time Directive (1999) which places an upper limit of 48 
hours per week (averaged over 17 weeks). 



List three ways in which trade union 
power has been curtailed since 1979. 


Example 

| The NMW was set at £5.52 per hour from j 
| October 2007, with a lower £4.60 rate for i 
18-21 year olds. 


Links (_ 

j For more on the NMW see page 63 
i and for more on the Social Chapter 
i see page 29. 
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Legal constraints upon business are designed to provide a so-called 'level 
playing field' which is fair to all parts of society. 

(a) How does the law attempt to achieve this? (15 min) 

(b) To what extent can this aim be achieved? (15 min) 

(c) What are the implications of such legislation for a firm? (15 min) 


Take note ,__ 

: You may be required to 
-> discuss the pros and cons of a certain 
area of law 

*♦ explain the impact of law on a firm 
(and its strategy) 

| 4 argue the case for government 
intervention 


Grade booster 


Try to support your points with details of 
legislation and examples of how this has 
affected actual firms. 

V___/ 











Business and society 


The jargon 

'Public interest' is difficult to define, but 
involves assessing the benefits and costs j 
to society of firms' activities. 


What objectives do you think a firm s 
shareholders might want it to pursue? 


Example 

Stakeholders include: 

■4 customers 
-4 suppliers 
-4 employees 
-4 government 
-4 local community 
-4 competitors 


Can you give some recent examples of 
how social responsibility and profit seem 
to have been in conflict! 


Examples 

| Common ethical problems include: 

: -* the use of sexual images in 
; advertising 

■4 bribes for contracts in the Third World 
■4 minor breaches of safety policy which 


save costs 



Check the net 

KPMG has a section devoted to business 
l ethics 

j www.kpmg.com 


A firm is both affected by its business environment and 
can influence that environment. It is the ability of firms 
to change their business environment that is causing 
increasing concern. If this power is not controlled then 
the 'public interest' might be damaged. 


Social responsibility 


There are two views of social responsibility. 

In the shareholder approach the firm is responsible to its shareholders 
alone. Its sole objective is to serve the interests of its shareholders 
through the efficient production of goods and services. The firm should 
not be concerned with other issues. These are the responsibility of the 
government and other groups in society. The firm will ensure that all its 
activities are within the law but if the government wishes the firm to act 

differently it must legislate for this. 

In the stakeholder approach the firm owes an obligation to many 
different groups in society. These groups are called stakeholders because 
they have some interest in the actions of the organization. Shareholders 
are one of many stakeholders in the company but at a given point in time 
may not be the most important. The objectives of the firm will then be a 
compromise based on the demands of these many different groups. 

Benefits to the firm from taking the stakeholder approach to social 
responsibility include more loyal customers and employees and better 
relationships with suppliers and the local community. The firm is also 
less likely to become a target for a pressure group. Many investors are 
now targeting socially responsive firms because they believe that these 
are the firms more likely to earn above average long-term profits. Most 
organizations would accept that they have a social responsibility, but in 
many cases this has not been translated into action because of the conflict 
between social responsibility and profitability. 


Business ethics 


Ethics refers to the system of moral principles that guides our behaviour. 

It tells us what is right or wrong, what we should do and more importantly 
what we shouldn’t do. As individuals our moral code has been influenced 
by many different people or institutions. The most important of these will 
be our families, our friends, our religion and more generally those groups 
and individuals we admire. 

In business, managers must constantly take decisions. Business ethics 
provides a code of behaviour for managers, regardless of the cost or benefit 
to the firm. The basis of business ethics is twofold 

-4 Business consists of individuals who have their own moral code 
which will guide their business decision-making. 

-4 Business decision-making is also influenced by the corporate culture 
of the organization. This refers to the values, beliefs and norms of 
the organization, and includes the attitudes of senior management 
as communicated to other employees. 

In the last 20 years people have become much more questioning about 







Examiner's secrets 


the ethics underpinning business activity. A number of high profile cases 
each year have drawn attention to how ethical standards may have been 
compromised. Many large firms are now introducing ‘ethical codes of 
practice’ as a means of making their ethical principles clearer. 


The role of pressure groups 


A pressure group can be described as an organization which sets out to 
influence the activities of others. Greenpeace is an example of a ‘multi- 
cause’ international pressure group whereas Action on Smoking and Health 
(ASH) is an example of a ‘single-cause’ group. Some pressure groups were 
created for other purposes but now find a need to act as a pressure group. 
The success of a pressure group will depend on factors such as: 

4 finance -4 organizational ability 

•4 public sympathy -4 access to business decision-makers 

■4 reputation -4 access to politicians 

-4 ability to raise awareness of an issue 

It is likely that a firm targeted by a pressure group will have to change 
its activities in some way. Apart from the costs it incurs in doing this, it 
may also suffer from a tarnished reputation and lower sales. 


Make sure you are able to give examples 
of ethical business failure, e.g. Bhopal, 
Exxon Valdez, Maxwell Communications. 
V._____ 


Example 

Trade unions were created for other 
reasons but now often act as a pressure 
group, representing their members' 
interests to the government. 


Don't forget 

: PEST analysis looks at the Political, 
Economic, Social and Technological 
threats and opportunities faced by the 
firm. 


Check the net 

Pressure group websites include: 
j www.foe.co.uk 
www.greenpeace.org.uk 


-3090 oj sm ytum* mm if.mRjjx'5 jj.-is.if rotoufi nmtm 

1 There is currently great concern about pollution and the destruction of 

the environment. Pressure groups such as Friends of the Earth have been 

formed in an attempt to raise awareness about this issue. 

(a) Give three forms of direct action which an environmental pressure 
group might take to influence both consumers and businesses. (5 min) 

(b) Identify two companies or organizations which have attempted 
to reduce the amount of environmental damage caused by their 
operations. Explain the type of action they have undertaken. (10 min) 

(c) A trade union can be described as a pressure group. How could it use 
its power in order to persuade an organization to take into account 
environmental issues, particularly those which affect the working 
conditions of the employees? (15 min) 

2 (a) To what extent should government legislate to control business 

activity in a mixed economy? (10 min) 

(b) Define the term pressure group and give THREE examples of pressure 
groups, each with different interests, which might affect a business 
enterprise. (10 min) 

(c) What problems might a business experience when it is directly 
affected by the activities of a pressure group? (10 min) 


Links 

| A pressure group could also be 
> considered as a 'stakeholder' - see 
i pages 46-7. 


Watch out! 


Be aware that social or ethical decisions 
are often influenced by factors such as 
the market, competition and profitability. 


Grade booster 


Be ready to use up-to-date examples of 
pressure group activity to support your 
points. Consider the issues involved from 
both the business and pressure group 
perspectives. 

v_ y 


25 












Business and 

the natural environment 


_{ Don't forget 

| The environment provides natural 
\ resources (e. g. timber) and amenity 
I services {e. g. recreation) as well as 
: receiving waste products (e.g. dumps). 


There is an increasing awareness of the damage we 
are doing to our physical environment. There are now 
many pressure groups which closely monitor firms' 
actions in relation to the environment and both the UK 
government and the EU are prepared to intervene to 
protect the environment. 



The jargon 

Negative externalities exist whenever the 
firm imposes costs on society which it 
doesn't have to pay for. 


We can see from the diagram that the firm has a choice as to how 
it disposes of the waste products from production. One option is to reclaim 
them for future use. The other option is to discharge the waste into the 
environmental system. Unless the government intervenes, the firm will 
select the option which costs less. Thus firms have discharged toxic waste 
into the atmosphere and the sea because it was cheaper to do this than 
treat it. In economic terms this results in a misallocation of resources 
within the economy because the final price of the product to the consumer 
does not reflect the additional external costs that society has to bear. 


Environmental issues 


Example 

Heal income (or output ) per head is often 
used as a measure of the standard of 
: living. UK real output per head has been 
i growing at over 2% per annum since 
j 1950. 



Can you explain why faster economic 
growth may increase pollution? 


-4 Economic growth Most countries want economic growth because 
it normally provides their citizens with higher standards of living. 
The problem with this is that faster economic growth is associated 
with more rapid depletion of natural resources and also with higher 
levels of pollution. 

-4 Global problem Unfortunately pollution does not respect national 
boundaries. Thus the acid rain from UK power stations affects 
Scandinavian forests and lakes. In circumstances such as this it is 
very difficult to ‘make the polluter pay’. Equally whilst most people 
recognize that over-fishing the sea is wrong, they would not want to 
give up this free resource. 

-4 The Third World problem As these countries industrialize there will 
be greater depletion of natural resources (e.g. Brazilian rainforests) 
and more pollution. They are often unable to afford the more 
sophisticated environmental products (e.g. refrigerators using 
non-CFC gases etc.). 




















•+ A future problem Exploitation of the environment affects not only us 
but also future generations. Unfortunately the attitude of many firms 
and individuals is to ignore the future problems likely to be caused 
by current consumption patterns. 


Possible solutions 


Regulation Both the UK government and the EU have introduced 
legislation. In the UK the Environmental Protection Act (EPA) of 1989 
introduced the idea of integrated pollution control. 

Governments may also ‘tax’ polluters and give incentives to cleaner 
technologies (e.g. lower tax on lead-free petrol). 

*♦ Self-regulation Many large firms undertake an environment audit 
each year. The audit concentrates on items such as pollution 
levels and waste management (including recycling). They have 
also cultivated a ‘green image’ by changing existing products so 
that they are environmentally friendly. 

Recycling Where waste products can be recycled, the demand 
on natural resources and the impact on the environment may be 
reduced. It also has the advantage of reducing the amount of waste 
that has to be dealt with. 

Sustainable economic growth This is a level of growth that can be 
achieved without harming the resources on which future growth 
depends. Unfortunately, this restraint is unacceptable to many 
developing countries - particularly when the problem of overuse 
is thought to have been caused almost wholly by the developed 
nations. However individual firms may adopt policies consistent 
with this principle. 


.-y-j At tim&i Hiw y'rfloq dfiaoaosr •. 

Bernard Bothey, Managing Director of Paling pic (the largest of Yorkshire’s 
chemical companies), appeared in court yesterday to answer charges brought 
under the Water Resources Act of 1991. The charges relate to an emission of 
arsenic and zinc based chemicals into the local river. The firm admitted two 
such offences last year and was fined £5 000 plus costs on both occasions. 
Chris Barton, a local member of Friends of the Earth, said, 'This is ridiculous, 
why can't they install filtration equipment? The river will take years to 
recover.' The maximum fine is £20 000 but negligent directors may be sent to 
prison for up to two years. 

(a) Using supply and demand curves, explain why firms do not want to install 
filtration equipment. (15 min) 

(b) Discuss the reasons why firms continue to pollute and pay the fines rather 
than installing the filtration equipment. (15 min) 

(c) Why might chemical firms prefer self-regulation to regulation? (15 min) 

(d) Why do you think the legislation has been drafted so that directors may 
be sent to prison? (20 min) 


i Example 



Nuclear waste may still be toxic in 20 000 
years' time. j 


Action point j.___ 

Make some notes on the Environmental 
Protection Act 1989. 


Action point 

I Can you give some examples of such 
; products? Why are firms doing this? 


Example 

j Almost 80% of materials, by weight, in 
modern cars are now recycled in the UK. 


Check the net 

The issue of sustainability can be 
: considered at 
i www.sustainability.co.uk 


Example 

| Body Shop seeks to replace any resources 
i used. Use ten trees, plant ten trees! 


Links _ 

To revise supply and demand analysis see 
pages 10-11. 


Grade booster 


Make sure you draw a clear diagram 
in part (a) and then use it to explain 
your answer. Remember that changes 
in costs will shift the supply curve and 
that profit is revenue minus cost. 

V_y 



























The European Union (EU) 


Grade booster 


Read the business papers and you will 
be aware of the issues of the day. Note 
down important facts and examples 
involving the EU. 

V_ 


Example 

There are around 490 million (high 
: income) consumers in the current 27 EU 
i countries. 


Watch out! 


As well as scale economies (see 
pages 132-3) the wider market has 
created opportunities for smaller firms 
in niche markets. 


The environmentfacing European business ischanging 
faster than ever before. It is important to understand 
the workings of the EU and its implications for 
the UK. 


The single market 


A huge unified market of around 490 million people has been created 
through the abolition of physical, technical and administrative barriers 
in the heart of Europe. It is the third largest market after China and India. 
Not only is the market large but it is extremely prosperous. Many American 
and Japanese firms attracted by the size and richness of the market have 
created subsidiaries in Europe to avoid the common external tariff. 

For the consumer the major advantages have been greater choice and 
lower prices (arising from fierce competition). 

For the firm the major advantages have been the opportunity to expand 
into a wider market and in doing so to achieve economies of scale. There 
have been many cross-border mergers creating ‘European champions’ able 
to compete on equal terms with the biggest of international companies. 
However a disadvantage has been the increased level of competition in 
all markets. This has forced firms to place greater emphasis on efficiency 
in all areas of the business and also on new product modification and 
development. 


Action point 

Can you name the 15 members of the 
Euro-zone? 


Check the net 


j This site has a wealth of detail about the 
; EU, its institutions and the Euro 
i www.europa.eu 



What are the convergence criteria the UK 
has set itself before joining the Euro? 



The Euro is the unified currency that took the place of many members 
national currency in 2002. The three members of the EU that did not join 


were the UK, Sweden and Denmark. 

The major advantage of the Euro to the consumer is thought to be 
price transparency which will lead to greater competition and therefore 
lower prices. Firms will also benefit by avoiding both exchange rate costs 
(e.g. currency conversion) and the costs of forward contracts to reduce 
uncertainty over future rates. It is also argued that a European-wide 
co-ordinated economic policy will result in faster economic growth and 
falling unemployment. 

Some possible disadvantages of the Euro include the loss of sovereignty. 
Members of the Euro-zone can no longer have a wholly independent fiscal 
or monetary policy. Some believe this to be important in order to deal with 
asymmetric shocks. An asymmetric shock occurs when an economic event 
hits one country harder than others. With the UK trade cycle moving more 
in line with that of the USA than its European counterparts, this is a serious 
point. This is why the EU has set down some convergence criteria for 
joining (e.g. government deficits less than 3% of GDP). 










The Social Chapter 


The Maastricht Treaty of 1992 sought to bring members of the EU closer 
together and included the ‘Social Chapter’, which was meant to harmonize 
working conditions throughout the EU. It included directives which 
guaranteed workers the right to 


-4 join a trade union 
■4 consultation with the firm 
4 a minimum wage 
4 parental leave 


■4 take industrial action 
-4 equality of treatment 
4 a maximum 48-hour working week 
■4 4 weeks’ paid holiday per year 


Much of this ran counter to the then Conservative government’s belief 
that labour markets needed to be deregulated for them to work better and 
consequently the UK negotiated an opt-out clause. However the Labour 
government of 1997 has declined this opt-out and joined the Social Chapter. 


Don't forget 1 

The aim of the Social Chapter is to create 
a 'level playing field' for all members of 
the EU as regards conditions of work. The 
EU had already taken many initiatives in 
this area before Maastricht. 


Links 

See also page 23. 




Enlargement of the EU 


Many Eastern European and former Soviet bloc countries have now joined 
the EU. There were two major attractions. From an economic point of 
view they gain access to one of the world’s largest and richest markets. 
From a political point of view, their poorly developed commercial and 
legal systems and regulatory frameworks will be replaced by the tried and 
tested systems of the EU. 

On the negative side there will be considerable dislocation to the 
economy as efficient EU firms compete against less efficient Eastern 
European firms. 

Enlargement is an ongoing process. Accession talks have begun with 
two potential entrants, Croatia and Turkey. Other Western Balkan states 
such as Bosnia and Serbia will also be invited to join when they are ready. 


Can you explain why, say, Eastern 
European car making firms (e.g. makers 
of the Trabant) faced major problems in 
competing with Western European firms? 


Grade booster 


Recognize that a single interest rate for 
Europe will be advantageous for some 
countries, but a disadvantage for others. 
For example, a country facing recession 
would want an interest rate cut, but an 
economy with inflation the opposite. 

V--—__/ 



1 Your manager has been asked to give a talk to the local Junior Chamber of 
Commerce on the advantages and disadvantages of the Social Chapter. 

He has asked you to prepare brief notes for him. (20 min) 

2 Ace Electrical Components Ltd is a successful medium-sized firm. Up until 
now it has concentrated on the UK market. However it has now decided to 
export to other countries in the EU. 

(a) What implications does this have for: 

(i) the personnel department 

(ii) the finance department 

(iii) the production department? (15 min) 

(b) What problems apart from price might arise from the firm's marketing 
mix? (15 min) 


Examiner's secrets 


You need to know some facts about the 
operation of the EU and then be able to 
relate these facts to the concerns of the 
individual firm. 

v_/ 












Globalization 


The world is moving away from national markets that 
are insulated from one another by ignorance, trade 
restrictions and culture. Improvements in technology 
and communications mean that large and small firms 
are increasingly looking at the world as their market 
place. 


Example 

Watch how the movements of interest 
rates around the world follow a similar 
pattern as speculators move into and out ; 
of a currency. 



What other effects might globalization 
have upon a society? 



Can you think of ways in which societies 
have 'converged’? 



Can you explain why growth rates in 
developing economies are so high? 


Watch out! 


Where the population of a country is 
increasing GDP per capita may actually 
fall! 



Why might firms be interested in entering 
the global marketplace? 


The global economy 


The world economy is becoming more and more inter-related. Economic 
problems in one country will have an effect upon other countries. Thus a 
recession in a developed country such as the USA is likely to affect most 
countries around the world. Equally though, the increase in demand for 
commodities such as oil or copper by developing countries such as China 
and India may push up prices of these items around the world. 

This is not the only way in which the world is becoming more inter¬ 
related. Mass media, the internet and travel allow us to see the lifestyles 
and interests of other people around the world. We are inevitably 
influenced by what we see and demand the same things. We ‘converge’ on 
certain ideas and standards. 

In other ways though, countries may vary greatly. The developed 
nations have high standards of living - many developing nations do not. 
Rates of economic growth also vary. In advanced economies rates of 
growth vary between 1 and 4%. In emerging and developing economies 
these rates are often far higher. In China the growth rate has averaged 9.6% 
since 1978! In many advanced economies there has also been a shift away 
from producing manufactured products to services so that manufacturing 
has a lower share of total output or employment. 

Finally you should be aware that superpowers come and go. The UK 
was certainly the superpower of the nineteenth century and the USA of the 
twentieth century. But the emergence of China as an economic superpower 
continues. Within 20 years China will have the largest economy in the 
world! 


Globalization 


Globalization has come about because of greater economic links 
between countries. It has also been helped by developments in travel, 
transportation, electronics and communications. Greater labour mobility 
has also helped. Globalization has a number of advantages. These include: 


Countries specialize in goods where they have an advantage 
All countries benefit from international trade 

Greater global security because of increased trade and trading alliances 
A greater range of goods and services become available to consumers 
-» Where trade takes place there is faster economic growth 












However, you should be aware that globalization has some very 
fierce critics. In particular they argue that the benefits of globalization 
have not been shared equally and that the real beneficiaries are the 
rich industrialized countries. They argue that the gap between rich and 
poor countries rather than decreasing has widened. Globalization is also 
accused of causing economic disasters such as that in south-east Asia, 
Mexico and Russia. Finally, they believe that the power of nation states 
has been undermined by globalization and the growth of the multinational 
corporation. Some of these firms are financially bigger than nation states. 


Grade booster 


Assessment of the impact of global 
companies should give a balanced view 
of the benefits and costs in the 'context' 
of the case study. 


Global marketing and production 


The basis of global marketing is to identify products or services for 
which similarities across several markets enable a single, global marketing 
strategy to be pursued. Examples today include 

-4 Coca-Cola -4 Heinz -4 Kellogg’s 

■4 McDonalds 4 Marlboro 


Example 

I A global market exists in industries 
j such as: computers, drugs and 
I telecommunications. 


All the examples given are of consumer products but the potential for 
globalization in industrial markets is also great. 

Yet not all products/services are capable of being ‘globalized’. In 
particular many consumer products are heavily influenced by local tastes 
or culture. And even where a consumer product has ‘global possibilities’ 
the owner may have to adapt the marketing mix (price promotion and 
place) to take account of local conditions. However it is more likely that 
an industrial product will have a standard rather than a differentiated 
marketing mix. 

Globally organized production is a common feature of many 
manufactured products. It is not unusual to find that a car is made 
up of components produced in many different countries. Even small 
firms can operate on a global basis with the aid of the internet. Global 
production systems have also resulted in the development of new forms of 
organization structure, for example joint ventures and strategic alliances. 


Example 



Thus the price of a 'Big Mac' varies 
between countries as does its 
seasonings. 


Explain the term multinational corporation. Assess their benefits and 
problems for a developing host country. 









Answers 

The business environment 


The market 


Checkpoints 

1 (a) Any of: rise in income of consumers, change of 
taste in favour of apples, rise in price of substitutes (e.g. 
oranges), rise in population, etc. 

(b) Opposite of all the above. 

2 (a) Any of: fall in price (i.e. costs), production inputs, 
improvements in technology for producing/harvesting 
apples, fall in price of substitutes in production 

(e.g. plums so apples are more attractive), lower 
taxes or higher subsidies on apples. 

(b) Opposite of all the above. 

3 (a) Increase in demand (shifts to right) raises 
equilibrium price and quantity. 

(b) Increase in supply (shifts to right) reduces 
equilibrium price but raises equilibrium quantity. 

4 Sales revenue, growth, satisficing (i.e. reasonable levels 
of various objectives), etc. 

Exam practice 

1 The quantity of goods and services that people plan to 
buy depends in part on the price of related products. 
There are two types - substitutes and complements. 

We are concerned here with complements. 

A complement is used together with some other 
product. If the price of a complement rises, the demand 
for both products will fall. Thus in the case of a sharp 
rise in petrol prices, the demand for cars will fall 
(decrease) from D to D„ which, other things equal, will 
reduce the price of cars from P to P, and quantity sold 
from Q to Q,. 
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Better candidates might develop the answer further by indicating 
that car sales may not be affected uniformly. Sales of 'gas 
guzzlers’ will be affected more adversely than the smaller, fuel- 
efficient cars. 

There are many exam situations where a knowledge of supply 
and demand analysis is useful. Make sure you understand and 
can use this tool - particularly drawing the diagrams! 


2 (a) Maximum price legislation is often used in times 
of shortage, for example during the Second World 
War. This was necessary to divert resources to 
military use. The diagram illustrates the situation. 
Here, at the maximum price P'a situation of excess 
demand exists. Firms do not find it sufficiently 
profitable to supply all that is demanded. Thus in 
order to ensure that all who want to buy this product 
are treated fairly a system of rationing is often 
introduced. 

However as some people are willing to pay far 
more than the maximum price a secondary market, 
often termed a 'black market', develops. 
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(b) Minimum wage legislation is designed to raise 
wages above the current market (equilibrium) level. 
The diagram illustrates the situation. Here, at the 
minimum wage W*, there exists excess supply. 

This arises because firms are having to pay more 
than the market rate for labour. Total costs and 
prices of finished products may rise. Therefore the 
demand for the finished product (and consequently 
labour) falls. Thus whilst the wages of some workers 
are raised as a result of this legislation, it may be at 
the expense of some other workers losing their 
jobs. For the government, therefore, minimum wage 
legislation is very much a two-edged sword, 
particularly as the newly unemployed will now 
have to rely on state benefits. 












it is easy to distinguish between businesspeople and 
students. Businesspeople value their time highly and 
are willing to pay a high price in order to reach their 
destination at a particular time. Students will not value 
their time so highly (they are also willing to consider 
other, slower forms of transport), nor are they willing 
to pay such a high price. It is therefore sensible for 
railway companies to charge more for the early trains to 
London which businesspeople use and less for the later 
trains. 

The UK and European market for cars is also 
segmentable, first by geography and also by left- and 
right-hand drive models. Once again this allows car 
manufacturers to charge different prices. Although it 
is possible to purchase right-hand drive models on 
the continent, manufacturers and dealers make this as 
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Markets and competition 


Checkpoints 


difficult as possible to maintain segmentation. Firms 
practise price discrimination because they know that 
they will get more revenue by charging people different 
prices based on their different price elasticities of 
demand rather than by having one price for the whole 
market. 


Examiner's secrets 


Although many students find 'elasticity' a difficult concept to 
come to terms with, you will find it is often used somewhere in 
an examination. 


1 Other barriers might include size (e.g. existing, large 
firms benefit from economies of scale), tariff barriers, 
geographical distance, exclusive contracts with 
suppliers/consumers, etc. 

2 Other externalities might include pollution of air by 
private/public transport, damage to ozone layer by CFCs 
(Chlorofluorocarbons), etc. 


3 (a) The fact that some people cannot afford some of 
the things they would like to have is part of the 
economic problem of scarcity. For most people 
income is limited and choices have to be made on 
how to spend that limited income. 

(b) Immediate needs, e.g. food, clothing and shelter, 
are usually the first to be demanded from a limited 



Grade booster 


Another approach could be to use the four Ps (see page 92) as a 
means of developing possible strategies. 


Exam practice 

1 Apart from any cost reducing strategies, a successful 
strategy for many small or medium-sized firms in 
very competitive situations is to analyse their market 
and through this identify different segments. It is then 
possible to target a small segment or niche market. 
These small segments, because of their size, are often 
not of interest to larger firms. The smaller firm, by 
concentrating on the needs of this small segment, 
may be able to provide added value and thus charge a 
premium price. 


income. It is the longer-term needs that poorer 
people are more likely to go without. Thus the 
purchase of education and healthcare are most 
likely to be ignored. 

(c) The government overcomes this problem by 

intervening in the market to avoid situations of gross 
inequity. Thus where people cannot afford important 
items such as housing, education or healthcare, the 
government will redistribute resources by providing 
these goods at a subsidized price or by giving cash 
benefits so that poorer people can purchase them. 


Examiner's secrets 


This is really about the idea of 'necessary' and 'luxury' products 
and that the demand for different products responds in different 
ways to changes in income. 


2 A key factor that allows a firm to charge different 
prices for the same product (this is termed price 


Macro-economic factors 


discrimination) is market segmentation, which classifies 
buyers into different identifiable groups of people. 

These segments often have different degrees of 
willingness to buy a product in response to price 
changes (elasticity of demand). Thus, for train journeys, 


Checkpoints 

1 'Cost push' inflation is where rises in prices can be linked 
to rises in costs of production. 'Demand pull' inflation 
is where a rise in aggregate demand (e.g. consumer 











spending) is the main cause of higher prices. 'Imported 
inflation' is where a rise in the cost of imports (e.g. 
more expensive raw materials) causes prices to rise. 

2 Check the definitions on pages 42-3. 

3 Protection can help 'infant industries' to become 
established before facing international competition. It 
can safeguard jobs when competition is believed to 
be 'unfair', e.g. imports from countries with very low 
labour costs and little labour protection. 

Exam practice 

1 High economic growth means a rise in the standard of 
living (real GDP per head). Higher real incomes means 
extra spending is available - so demand curves shift to 
the right (increase) for most products. A firm can expect 
a rising demand for its products, so it may increase its 
production short-term, with higher capital utilization, 
overtime, etc. It may also plan to raise its production 
capacity (e.g. new investment in plant and equipment) 
in the medium term, recruit extra workers, etc. 


Examiner's secrets 


This question touches on the ideas of income elasticity of 
demand, i.e. the responsiveness of demand for products to 
changes in consumer income. Products with higher income 

elasticities will experience the greater rises in demand, 
l.___—I---— 

2 (a) The additional costs will partly depend on the 
individual firm. If it is using its own vehicles to 
transport product, then it faces extra distribution 
and transport costs. If it is sub-contracting these 
activities, then it must pay agency fees, etc. In any 
event it will be involved in more administrative 
costs, e.g. invoicing and other forms of 
documentation. Time costs of managers, etc. will 
also be involved in liaising with the export market, 

(b) A fall in the exchange rate will make exports 
cheaper; a rise will make exports dearer. The 
impacts of exchange rate changes on the firm will 
be more significant if the product is price sensitive 
(i.e. price elastic demand). Dealing with foreign 
currencies also imposes transaction costs on the 
firm. Competitors in the Eurozone may not face 
these costs. 


Examiner's secrets 


This question asks you to apply your knowledge of international 
trade and exchange rates to the circumstances of an individual firm. 


Controlling the economy 


Checkpoints 

1 The multiplier is where an initial change in spending 
(and output) leads to a greater final total of spending 
(and output). The accelerator links new investment 
spending of the firm to a rise in output beyond its 
full-capacity level. 


2 Fiscal policy (taxes and government spending) may 
be used to bring about greater equality, reduce the 
pressure of inflation, influence the exchange rate, etc. 

Exam practice 

1 (a) An upward trend is likely, say 1.7% and 2.2%. 

(b) Estimates are always problematic. They depend on 

factors such as 

• tightness in the labour market 

• inflationary trends 

• government action to control the economy 

• international factors, e.g. US economic policy 

(c) Reflation means expanding the economy. There are 

various ways and you should mention two. 

• Fiscal policy- by injecting money into the 
economy (i.e. reducing taxes, increasing 
expenditure, transferring money from low to high 
spending groups) demand for goods and services 
is increased. 

• Monetary policy- by reducing interest rates 
or relaxing controls on the supply of money, 
consumption and investment will be encouraged. 

• Supply-side policies - these are designed to make 
the labour market work better. Increases in the 
numbers entering the labour market and their 
greater flexibility reduces the likelihood of inflation 
stopping the recovery. 

(d) Various possibilities, e.g. bottlenecks in the 
production process caused by shortages of labour, 
materials or plant. A second might be cash flow 
problems arising from expanding production 
without increasing working capital, etc. 

(e) You should mention the possibility of market 
research to identify where opportunities exist. 

This information could be on target markets, 
consumer preferences, assessing the need for 
producer modifications in the product, the prices 
to be charged or the channels to be used. The 
second possibility is a promotional campaign to 
raise awareness of the firm's products. You should 
indicate that this is based on prior market research. 


Examiner's secrets 


In this question you must relate a rise in economic activity to the 
impacts this might have on an individual firm. Sometimes even 
growth of the firm may bring with it certain problems and impacts. 


2 (a) Cigarettes and alcohol are both habit forming and 
therefore people are likely to continue purchasing 
these products even though their incomes may fall, 
(b) Firms selling expensive products that normally form 
part of our 'discretionary income' expenditure are 
likely to have a high income elasticity of demand. 
Thus any fall in incomes is likely to have a more than 
proportionate impact upon sales of exotic holidays. 


Examiner's secrets 


You should be aware that this question is looking at the impact of 
income elasticity of demand on two particular products. 











Social and demographic influences 


Checkpoints 

1 (a) Teen market, 'baby boomers' (born after the Second 

World War), 'grey market' (old and retired), etc. 

(b) Male-orientated products, female-orientated products. 

(c) Certain foodstuffs, colours, etc. more acceptable to 
some ethnic groups than to others. 

2 Extra supply of labour; often part-time, so less 
expensive and more flexible. Extra demand for products 
as incomes of women rise through employment, labour- 
saving products and foodstuffs. 

Exam practice 

(a) A statutory investigation into facts about the nation. 

A full census occurs every ten years. 

(b) The number of children has fallen by 17%. 

(c) The population is getting older and more importantly 
the market for children's clothing has fallen 
substantially. Competition amongst existing retailers is 
likely to intensify within a contracting market. 

(d) (i) Does the census information for other towns and 

cities show a similar pattern? 

(ii) Is this demographic trend likely to continue? 

(iii) Is expenditure per child rising or falling? 

(iv) What are the reactions of the competitors? Etc.... 

(e) There are several possibilities 

• look for ways to reduce overheads 

• look for new, cheaper suppliers 

• identify market niches that are less vulnerable to 
these trends, e.g. school uniforms, baby clothes 

• move into related markets, e.g. dress hire 

• cartel agreement with other clothing firms not to 
compete on price (illegal!) 

• identify other distribution channels, e.g. e-commerce 



Checkpoint 

If new technology lowers costs of production (and 
therefore price) or improves the quality of a product, then 
more might be demanded. Even if fewer workers are 
needed per unit of output as productivity rises via the new 
technology, so much more output might be needed that 
total employment actually rises. 

Exam practice 

1 (a) You should identify the forms IT takes, for 

example, computer work stations, mobile phones, 
teleconferencing, fax machines, e-commerce, etc. 
You should explain how these enable people to 
work from home and also their impact on cost, 

(b) There are points both for and against this trend 


continuing. 

The points 'for' include 

• direction of relative cost trends will continue 

• reduces employer overheads 

• working from home gives greater flexibility 

• output is becoming less paper based 
'Against' this though 

• many people go to work for social reasons 

• there are difficulties in controlling the employee 

• technical barriers still exist 

• the paperless office is a long way off 


In order to obtain high marks you should be able to relate at least 
two points to each side of the argument. You should pay attention 
to developing a balanced and coherent answer for the future. 

In practice the conclusion you draw is less important than the 
arguments you use to reach that point of view. 


2 You should define the term 'information technology' 
and perhaps briefly explain how the new system could 
be expected to improve profitability in the long term. 
However the core of the essay is taken up identifying 
factors which will, in the shortterm, reduce profitability. 
These could include 

• consultancy costs deciding which system to buy 

• installation costs 

• costs of transferring data to the computerized system 

• costs of training new and retraining existing staff on 
new system 

• redundancy costs of staff no longer required 

• costs of mistakes made by staff in early use of the 
system 

• costs of maintaining back-up system in the short term 

• employment of computer services manager 
Your conclusion should emphasize that most 

organizations or functions within organizations that 
adopt a new system will incur additional short-term 
costs. One would expect these to disappear within a 
short period of time and for the organization to benefit 
from its investment. 


Grade booster 


Although it is useful to show the examiner your breadth of 
knowledge, this should not be at the expense of developing 
your points. Each point you make should be in the form of a well 
explained paragraph. 

v___? 


Business and the law 


Checkpoints 

1 (a) See Trade Descriptions Acts, 1968/72 (page 16). 

(b) See Sale of Goods Act 1979 (page 16). 

(c) See Acts in (a) and (b) above and also Consumer 
Protection Act 1989 (page 16). 

(d) Retailer may still be overruled by provisions in the 
Sale of Goods Act 1979 (page 16). 

2 Any from: removing the 'closed shop' (only members 


Grade booster 








of a particular union employed), preventing secondary 
action (i.e. a union taking action against another firm 
not a party to a dispute), secret ballot before any strikes, 
unions required to oppose unofficial action, etc. 

Exam practice 

(a) You might define and give examples of legal 
constraints, e.g. consumer protection, employee 
protection, trade union legislation, environmental 
protection, investor protection, competition legislation. 

You should take at least two examples from the 
above and use them to illustrate the concept of the 
'level playing field' by explaining how the legislation 
works. Better candidates would probably put this in 
the context of 'stakeholders' and how their legitimate 
demands can only be met through legislation. 

(b) You should discuss ideas such as 

• lack of / cost of inspection powers 

• powers to enforce rules 

• cost of getting caught 

• some firms will always try to bend the rules 

• multinationals have the ability to move to avoid 
restrictions - hence the need for joint action by states 

• the ethical climate is important 

(c) You should make at least two major points 

• within a country firms are competing on level terms 
if they obey the legislation 

• the firm incurs costs to ensure compliance: this 
increases the price 


Examiner's secrets 


In part (b) you would be expected to identify at least two or 
three of the points. You would be expected to draw a conclusion 
between the extent to which an aim is being achieved and the 
extent to which it can be achieved. In considering the extent to 
which the aim can be achieved you might consider the political 
will of governments to legislate together in eradicating abuses 
and developing systems to monitor the situation. 


Business and society 


Checkpoints 

1 Profit maximization may be attractive to shareholders, 
resulting in higher dividends and a higher share price 
(giving capital gains). Of course a longer-term view 
might lead shareholders to support market share or 
other strategies even if they reduce short-term profits. 

2 Many possibilities here. The drive for profits might have 
led Monsanto to introduce GM crops before having fully 
consulted all the interested parties. 

Exam practice 

1 (a) Examples could include 

• disrupting business operations 

• boycott of products or services 

• protests and demonstrations 


(b) Relevant examples such as Shell, Monsanto, etc. 
Description of action taken. 

(c) Examples include 

• referring matter to Health and Safety Executive 

• involvement of media and/or local MP 

• negotiation 

• threats of sanctions 

• implementation of sanctions such as work to rule, 
strikes, go slow, etc. 


Examiner's secrets 


The question gives no allocation of marks so you have to assume 
each part is of equal value. Ensure you allocate time accordingly. 

It is unusual, as in (b), for students to be specifically asked 
for real life examples. Nevertheless this does emphasize the need 
to read newspapers and be aware of current affairs (e.g. World 

Trade Organization and Seattle, Monsanto and GM foods, etc.). 
___ • . ... . ..' 

2 (a) You could argue that it is necessary 

• to protect consumers 

, • to protect employees 

• to protect the environment 

• to protect other businesses 

• to further economic policy 

• for social policy 

Through the use of examples you should show that, 
without legislation, the interests of these groups may 
not be taken into account. 

(b) They are organized groups which exist to promote 
a specific cause or interest by influencing business, 
government or society. 

Examples could include 

• Medecins sans Frontieres - Third World medical 
issues 

• Greenpeace - environmental issues 

• Consumers' Association - consumer issues 

• AA/RAC - motoring issues 

• Chambers of Commerce - represent business 
interests 

You should explain in some detail how each could 
affect particular types of business. 

(c) You should discuss at least three of the following 

• public image affected 

• demand for products falls 

• recruitment difficulties 

• possible legal costs 

• costs of changing bad image 

• possible changes to production methods 

• increased R&D into environmentally friendly 
products 


Examiner's secrets 


Again a key aspect in answering this question is to relate the 
principles of government intervention in a mixed economy to 
specific examples.- 







Business and the natural environment 


The European Union (EU) 


Checkpoint 

Faster economic growth means higher incomes, higher 
demand and more output. This will mean more pollution 
as a by-product of production (e.g. more road transport to 
distribute extra output, etc.). 

Exam practice 

(a) The diagram shows that should the firm install the 
filtration equipment it increases its costs so that the 
supply curve shifts vertically upwards (i.e. decreases) 
from SS to Any given quantity will now only be 
supplied at a higher price. Thus prices rise (from P to 
P,) and output falls (from Q to Q,) - a situation the firm 
would like to avoid. 



(b) Although the fines raise the costs of Paling pic it might 
be even more costly to install the filtration equipment. 
Firms will only install the filtration equipment when the 
expected cost of fines exceeds the cost of installation. 
The issue here is not only the fine applied but the 
likelihood of detection. 

(c) Self-regulation allows the industry to decide how 
to respond to a problem and what the penalties for 
non-compliance will be. Experience has shown that 
self-regulation is far less likely to identify a satisfactory 
response to the problem or to penalize offenders 
sufficiently. 

(d) Directors pursuing the interests of their firm may 
follow a policy which runs contrary to legislation 
and the public interest. As it is normally the firm 
which bears liability, directors are under no personal 
pressure. Legislation making directors personally liable 
for negligent acts is an attempt to change their attitude 
and the way they act. 


Grade booster 


Being familiar with demand/supply diagrams can give greater 
depth to your answers. Try to apply your knowledge to the 
particular situations given in the question, 
v___v 


Checkpoints 

1 (a) Are business cycles and economic structures 

compatible so that we could live comfortably with 
Euro interest rates on a permanent basis? 

(b) If problems emerge is there sufficient flexibility to 
deal with them? 

(c) Would joining the EMU create better conditions for 
firms making long-term decisions to invest in Britain? 

(d) What impact would entry into the EMU have on the 
competitive position of the UK's financial services 
industry, particularly the City's wholesale markets? 

(e) In summary will joining the EMU promote higher 
growth, stability and a lasting increase in jobs? 

In 2003 the Treasury assessment was that the UK had 
made real progress towards meeting the five economic 
tests. But on balance, though there are clear benefits in 
areas such as investment, trade, financial services and 
growth, there is still doubt whether there is sustainable 
and durable convergence or the flexibility to cope with 
any potential difficulties within the Euro area. 

2 Such producers from the previously 'command 
economies' have not faced competition, in particular 
they have not been forced to control costs, maintain 
high quality or 'market' their output. 

Exam practice 

1 Your notes should include an introduction explaining 
what the Social Chapter is and the background to it. 

For example. 

The Social Chapter is part of the 1992 Maastricht 
Treaty. It is designed to harmonize working conditions 
throughout the EU. Under it workers have rights such as 

• the right to join a trade union 

• the right to take industrial action 

• the right of consultation 

• equal treatment for men and women 

• minimum wages and maximum hours 

The UK government, at that time, opted out. The 
1997 Labour government however took the view that 
the UK should join. 

Points for: 

• level playing field argument - within UK and within EU 

• workers better motivated 

• better industrial relations and worker participation 
Points against: 

• raises labour costs 

• less competitive in world markets 

• sovereignty arguments 

Take note j___ 

; Make sure that you are familiar with the various directives which . 
; are part of the Social Chapter and can argue the case for and 
j against such directives. 

2 (a) The implications for different departments are 

(i) • recruitment of staff with language ability 

37 












• training key employees in languages 

• where people are employed abroad they need 
a knowledge of employment law of those 
countries 

(ii) • increase in working capital 

• additional labour costs 

• additional marketing costs 

• dealing in foreign currencies 

• possible need to increase long-term capital 
if permanent presence required abroad 

(iii) • product modifications to comply with law or 

different tastes 

• increased production levels leading to changed 
production planning and control 

• increased maintenance 

• changes to purchasing requirements 

• product modifications to meet overseas 
markets tastes (also packaging) 

(b) Define marketing mix 

• identifying suitable ways of promoting abroad 
and also developing promotional material 

• identifying suitable distribution channels 


Grade booster 


Try to be specific in discussing each department. Be familiar with 
the marketing mix and apply the ideas (other than price) to this 
particular situation 


Globalization 


Checkpoints 

1 Countries have found that their political freedom has 
been reduced. There has been the development of 
supra-national bodies such as the United Nations or the 
World Trade Organisation. One party states have found 
it difficult to justify their legitimacy. Cultural differences 
in the treatment of women, children and other abuses 
of human rights have also been highlighted. 

2 There are many products and services you could point 
to. One of the most obvious is in the area of travel and 
tourism. If you book a hotel room abroad there are 
certain amenities you expect to be provided wherever 
you are. Equally, if you go to a hotel restaurant you will 
find the menu contains similar items - a steak, a pizza, a 
pasta and a vegetarian option amongst others! 

3 There are many opportunities for workers in developing 
countries to achieve higher productivity through 
transfer from rural jobs to mechanized jobs. Rapid 
growth of the workforce also enables these countries to 
expand output quickly. 


4 The desire to sell outside the home market arises from 
a number of market 'push' and 'pull' factors. Market 
push factors include: 

• Increased regulation in the domestic market 

• Maturity or decline of the domestic market 

• Political or economic instability 

• High labour costs 

• Absence of skilled labour 
Market pull factors include 

• Market growth potential overseas 

• Labour/production costs are low 

• Taxes are low 

• The firm's products are under-supplied abroad 

Exam practice 

A multinational corporation is an organization which 
has its headquarters in one country but operates 
in other countries as well. Examples include Ford, 

Shell, Dell, Canon and Interbrew. Where the tie to 
their original country of origin is weakened, some 
writers now refer to it as a transnational corporation. 
Companies such as Coca-Cola and Sony would fit 
this description.To the host country the benefits the 
multinational corporation brings include: 

• Inward investment and an improvement in the 
rate of economic growth as other firms develop to 
serve the needs of the multinational 

• Additional income and employment as the 
corporation recruits workers to run its operations 

• Improvements in the quality of human capital as 
they are provided with training by the firm 

• More advanced production techniques 

• Potential tax revenues 

• Greater competition 

• Wider availability of quality goods and services 
There are also problems: 

• They have great economic power. This may be 
used to manipulate the host government into 
decisions which it doesn't really want to take 

• Capital intensive investment may bring few jobs 

• Footloose multinationals may leave the country 
when economic benefits disappear 

• There may be pollution or other environmental 
damage arising from the firm's operations 

• Profits may not be re-invested in the host 
economy but repatriated 


Grade booster 


To obtain the highest marks your final paragraph should assess 

the strength of the arguments you have put forward. 

V___' 




Revision checklist 

The business environment 


By the end of this chapter you should be able to: 


1 Analyse and assess the impact of the dynamic market and the 
interaction of supply and demand. 

Confident 

Not confident 

Revise pages 10-11 

2 Understand the role of profits and competition in resource 
allocation. 

Confident 

Not confident 

Revise pages 12-13 

3 Understand the impact of macro-economic factors on business 
operations. 

-. « 

Confident 

Not confident 

Revise pages 14-15 

4 Understand the nature of the business cycle and how 
governments attempt to control it. 

Confident 

Not confident 

Revise pages 16-17 

5 Analyse and discuss the impact on firms of demographic 
changes and social and cultural influences. 

Confident 

Not confident 

Revise pages 18-19 

6 Analyse and discuss the opportunities and threats resulting 
from technological changes. 

Confident 

Not confident 

Revise pages 20-21 

7 Demonstrate an understanding of the legislation relating to 
consumers, competition and employees. 

Confident 

Not confident 

Revise pages 22-23 

8 Recognise and assess the possible conflicts in addressing 

different perspectives from a moral or ethical standpoint. 

- ;■ " . ----— ■ ^ __ 

Confident 

Not confident 

Revise pages 24-25 

9 Demonstrate an understanding of environmental issues facing 
businesses. 

Confident 

Not confident 

Revise pages 26-27 

10 Analyse and assess the impact of the EU, the single market and 
the Euro for UK businesses. 

Confident 

Not confident 

Revise pages 28-29 

11 Understand the changing nature of business towards a global 
market. 

Confident 

Not confident 

Revise page 30 


Not confident 
Revise pages 30-31 


12 Assess the advantages and disadvantages of globalisation. 


Confident 















Business objectives 
and strategies 


Tin: business environment provides opportunities and imposes constraints on 
organizations. It is important, therefore, for firms to have clear objectives for both the 
short term and the long term. Appropriate strategies are required tor the successful 
attainment of these objectives. All of this needs to Ik monitored and reviewed as 
the market is constantly undergoing change. Firms that adopt a dynamic, proactive 
approach to the environment will have the opportunity to be the market leaders, but 
those that adopt a passive, ((‘active approach will struggle to remain competitive. 


Exam themes 



The nature and purpose of business activity. 

The role and characteristics of entrepreneurs. 

The stakeholder approach to business decision-making. 

The classification of business by size and sector. 

The benefits, problems and methods of growth. 

The importance of objectives, both short-term and 
long-term. 


The methods and importance of strategic analysis. 
The importance of strategic planning. 

The causes and problems of change. 

The management of change. 

The differences in organizational culture. 
Governmental impacts on the business environment. 
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Nature of business 


Business is simply the transformation of inputs into 
an output that is demanded by consumers. For a 
business to be profitable it must 'add value' during the 
transformation stage so that a price can be charged 
that is higher than the cost of the resources used. 



Inputs are the resources needed to produce marketable products and 
include the four factors of production: land, labour, capital and enterprise. 

i 

These resources are then transformed into an output 


Action point ■* 

List three consumer durables that you 
own and three consumer non-durables 
that you have bought recently. 

•4 

Links 

For more on the types of firm see 
pages 50-1. 


a consumer good - this is either a consumer durable, which is long 
lasting (TV, washing machine, radio etc.), or a consumer non-durable 
to be consumed in the near future (foodstuffs, paper tissues, 
petrol etc.) 

a capital good - a product needed by business in order to make 
further goods such as machinery, tools and vehicles 
a service - activities such as banking, insurance, transport, 
warehousing that assist firms and individuals, together with all of 
the personal services (hairdresser, doctor, dentist, plumber etc.) 


These activities are supplied either by companies on a profit basis 
in the private sector or by government in the public sector. 


Don't forget 

Here we are classifying business 
according to ownership. 


Check the net 

You can find more about these types of 
business on the Department for Business, 
Enterprise and Regulatory Reform website 
atwww.berr.gov.uk 



The private sector is that part of the economy operated by privately owned 
firms, ranging from small sole traders to multinational conglomerates. In 
the UK and most of the Western world it is the dominant sector. 


The public sector includes all those activities and organizations that 
are owned and/or financed by government, such as public corporations 
(nationalized industries), national public services (e.g. NHS) and local 
government services (leisure centres, swimming pools, libraries). As 
well as describing business according to ownership it can be classified 
according to the type of product. 


Example 

I The primary secforhas generally declined 
; since the 1960s. In 1964 it provided 5.8% ; 
of the UK's total output but by 2004 it 
produced only 2.9%, of which nearly half ; 
was provided by oil and gas. In terms of 
employment it created 5.1 % of all jobs in 
1964 with over 1.2 million employed. By 
2004 this had fallen to just 1.5% of all 
jobs, with 400 000 employed. 



Most goods start their life as some form of raw material, in either the 
ground, the seas or the fields. The activities associated with extracting 
minerals from the ground, harvesting fish from the sea or growing crops 
and rearing animals are known as primary sector activities, and include 
the following 

-4 mining and quarrying mainly quarrying for stone products and the 
mining of coal 

■4 mineral oil and natural gas extraction mainly the output of oil and 
natural gas from the North Sea 

-4 agriculture, forestry and fishing agriculture has declined continuously 
since the 1960s. By 2004 it contributed less than \% of the UK’s GDP 


















The future for many small farming units, particularly low productivity 
ones such as hill farms, is not very promising. The long-term trend is for 
the primary sector gradually to become less important as a generator of 
output and employment in the UK. 


Percentage share of GDP in UK 


Sector 

1964 

1979 

2000 

2004 

Primary 

5.8 

6.7 

3.9 

2.9 

Secondary 

40.4 

36.7 

25.8 

21.0 

Tertiary 

53.8 

56.6 

70.2 

76.1 



The conversion of the raw materials produced by the primary sector into 
products involves either processing or manufacture. This is known as 
secondary sector activity. Output from the secondary sector has grown 
slowly in recent years but its relative share of GDP has fallen from 40.4% 
in 1964 to 21% by 2004. In 1964 the secondary sector provided around 
47% of all employment (i.e. 11 million jobs). By 2004 this had fallen 
to 16.7% of employment with 4.4 million employed. Not all industries, 
however, suffered the same decline. Chemicals, electrical and instrument 
engineering, transport equipment and food have all seen output grow in 
absolute and relative terms through the 1980s and 1990s. 

Within the secondary sector, manufacturing industry has experienced 
particularly rapid decline, falling from 38% of employment (9 million jobs) 
in 1964 to only 12.2% of employment (just over 3.2 million jobs) in 2004. 


Tertiary sector 


The products of the primary and secondary sectors need to be distributed 
to consumers. The services of transport, wholesaling and retailing perform 
that function. In turn industry needs support from banking, insurance, 
education, communications and administration. 

All of these make up the tertiary sector. In 1964 the tertiary sector 
accounted for almost 54% of all UK output but by 2004 this had expanded 
to 81.8%. This is also reflected in employment, which has grown from just 
over 11 million in the tertiary sector in 1964 to around 21.6 million in 2004. 
The major contributors to this expansion were ‘communications’ and 
the ‘finance, insurance, banking, business services and leasing’ groups of 
businesses. This last group now accounts for over 20% of all UK output. 


Checkpoint 1 


Why do you think the primary sector 
employs fewer people than it used to? 


Don't forget 

The secondary sector includes 
; manufacturing, construction, energy and 
i water supply. 


Example 

The output from the energy industries has 
grown at almost 3% per year since 1981. 


The jargon : L.____ 

This relative decline in manufacturing 
output and employment is often referred 
to as de-industrialization. 


Watch out! 


Some people also speak of a post¬ 
industrial [or quaternary ) sector involved 
with creating, processing and distributing 
information. 

k_ 



Why do you think the tertiary sector 
employs more people than it used to? 



1 What have been the main causes of de-industrialization in the UK? (20 min) 

2 From the table above calculate the percentage change in output for each 


sector from 1964 to 2004. How has this structural change affected the 
labour force? (30 min) 


Grade booster 


It is important to be able to describe 
these structural changes and to 
understand the impacts they are having 
on businesses and regions as industries 
decline or expand. 


At 

















Enterprise and 

the entrepreneur 


Enterprise is the freedom of individuals and businesses 
to operate and compete with a minimum of government 
interference or regulation. It enables individuals and 
businesses to create, produce, transform, develop, 
innovate and compete in the marketplace. Enterprising 
people (entrepreneurs) organize the other factors of 
production (land, labour and capital) to produce goods 
and services for profit. It is important to understand 
the motives of entrepreneurs, to identify common 
characteristics and understand the role they have to 
play in a modern economy. 


...f ■ The jargon 

'Entrepreneur' comes from the French 
word meaning 'to undertake’ but is 
commonly used to describe someone who j 
is willing to organize factors of production j 
to provide a good or a service. 


Characteristics of an entrepreneur 


An entrepreneur is someone who has a business idea and is willing to take 
the risk in developing it. If they are successful they will generate profits, if 
they fail the business will suffer losses. It is difficult to generalize about the 
qualities that an entrepreneur would have but most studies agree that the 
following are common traits: 

4 Hard working - high levels of energy and willing to work long hours 
4 Highly motivated - they possess a driving ambition to succeed 
4 innovative and creative - an ability to develop new ideas for products 
and services or think of new ways of satisfying consumer needs 
•4 Risk taking - willing to take calculated risks to achieve their goals 
-4 Resilient and self-confident - possess a strong belief in their own ability 
to overcome problems and not deterred by occasional setbacks 


Action point 

; Interview a sole trader in your area to 
! find out: . • • • . 

i (a) the reasons they set up in business 
j (b) the main problems they had to 
overcome 


Motivation 


Entrepreneurs are usually motivated by ‘profit , the reward for a 
successful business. However, it is not the only reason behind the risk¬ 
taking associated with starting your own business. The following motives 
might also play a part: 

•4 Being your own boss - many people prefer to make their own decisions 
about how, where and when they work. Working independently is a 
common reason for the formation of many sole traders e.g. plumbers, 
bricklayers, window cleaners, hairdressers etc. 

-4 Developing a creative talent or hobby - the majority of entrepreneurs 
already have some vocational training or secondary qualifications and 
work experience before they make the plunge to indulge in a ‘passion’ 
and escape the tedium of working for a large organization e.g. artists, 
landscape gardeners, dress designers, photographers etc. 

4 Ethical considerations - some people have formed businesses based 
on a more ethical basis. One of the most successful was Anita Roddick 
and The Body Shop which was born out of a desire to produce 
environmentally friendly products. 

Whatever the main reason all entrepreneurs must at least break even 
if they are to continue in business and enjoy the reasons behind their 
formation. 






The importance and the role of the entrepreneur 


Entrepreneurs are important because their passion for an outcome leads 
them to organize available resources in new and more valuable ways. 

In doing so, they are said to efficiently and effectively use the factors 
of production. Those factors include: land (natural resources), labour 
(human input into production), capital (any type of equipment used in 
production i.e. machinery), intelligence and knowledge, and creativity. 

A person who can efficiently manage these factors and can add value in 
the long run, may expand (future prospects of larger firms and businesses), 
and become successful. 

Most entrepreneurs start and remain small businesses but some 
progress to build commercial enterprises. For example Jeff Bezos quit 
his regular job, borrowed $300 000 to start Amazon, the first internet 
bookshop in 1997. By 2002 his share holdings were worth in excess of 
a billion dollars. Success stories such as these inspire others to think 
innovatively. This is one of the major roles that entrepreneurs play in a 
modern economy which leads to: 


Don't forget 

j Examples of successful entrepreneurs 
include Richard Branson (Virgin), Bill 
Gates (Microsoft), James Dyson (Dyson) 
and Jeff Bezos (Amazon). 


Grade booster 


Although there are a few well known 
examples of success such as Bill Gates 
and Richard Branson most business 
start-ups fail in the first three years. 

Make sure you balance the optimism of 
the entrepreneur with the realism of the 
commercial market. This is what a bank 
manager would do when assessing an 
application for a loan. 

v.../ 


■* Filling gaps in the market - ‘Friends Reunited’ and ‘Facebook’ saw the 
potential of a social networking web site 
-* Developing new products - Apple have been at the forefront of 
innovation with the ipod and iphone 
-> Developing new processes - Dyson developed the ‘dual cyclone’ 

vacuum cleaner that eliminated the need for bags and Pilkingtons have 
developed a ‘self-cleaning’ glass ideal for multi-storey buildings and 
inaccessible windows. 


The government and enterprise 


The government believes enterprise is worth promoting as it creates new 
jobs and new opportunities. To encourage the establishment of new firms 
the government has created: 

EIS, Enterprise Investment Scheme - tax incentives to encourage direct 
equity investment in companies which are not quoted on the Stock 
Exchange. 

-> Enterprise zones - for areas with high unemployment there are 

incentives such as tax allowances, training grants and subsidized rents 
to attract new businesses to the area. 


Don't forget 

: To translate a business 'idea' into a 
I commercial success takes hard work and 
: initiative. Although some examples might 
; appear to be a case of being in the right 
place at the right time (i.e. luck) most 
i are a case of '5% inspiration and 95% 

| perspiration’. 


Links 


See the spread on 'Business objectives' 
for a fuller treatment of objectives 
(pages 52-3). 


j 


Check the net 

Look at the following sites for information 
and help about starting new businesses. 
www.businesslink.gov.uk 
www.young-enterprise.org.uk j 

: - a charity that encourages enterprise 
in over 5000 schools 


1 What are the main characteristics of an entrepreneur? (5 min) 


2 How might primary market research and secondary market research help 
establish a new restaurant? (15 min) 
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Stakeholders and 

their objectives 


The jargon J 

Stakeholders is the collective term used 
to refer to all these groups. 


Action point 

Contrast the objectives of an employee 
with those of the employer under profit 
maximization. 


Action point 

Identify the stakeholders of your school or 
college. Have they any shared objectives? 

How do their objectives differ? 



What strategies do 

(a) the Body Shop and 

(b) the Virgin group of companies 
adopt in order to appeal to their 
respective customers? 


Check the net 

Visit the Body Shop website tor material 
on human rights and environmental issues 
www.thebodyshop.com 


All businesses operate within an environment and 
as such they deal on a daily basis with customers, 
suppliers, employees and the local community. Each 
of these groups has its own objectives that might 
not agree with those of the firm. Modern firms 
must recognize these objectives and determine how 
significant they are for their own operations. 



The ‘shareholder’ concept - a traditional view of a firm whereby all of its 
actions are designed to increase the wealth of the business for the benefit 
of the owners or shareholders. Management’s main task is seen as being 
to maximize profits, but this may result in conflict with the other groups 
interested in the business. 

The ‘stakeholder’ concept - any individual or group that has an effect 
on, or is affected by, a business or organization is known as a ‘stakeholder’. 
Some management theorists believe that it is beneficial 
in the long run for firms to recognize the views of these groups and to 
include their objectives in the decision-making process. A business holding 
such stakeholder views might be expected to 

-* improve working conditions for its employees 
-* support local community projects 
_» build long-term ‘partnerships’ with suppliers 
■4 adopt environmentally friendly policies 

In this way the firm would obtain benefits such as 

-> m ore committed, loyal staff with lower labour turnover and 
absenteeism rates 

improved productivity from better motivated personnel 
increased loyalty from customers who are more likely to resist the 
temptations of competitors 

•4 less local opposition to items such as planning permission 

In a modern economy a firm cannot just rely on advertising and 
marketing to build up customer loyalty, but must look to the building 
of more long-term relationships with its ‘stakeholders . 



A business is made up of groups of individuals who might be pursuing their 


own set of objectives. 


Action point 

Compare your objectives with those of 
your teacher Do they always agree? 


-4 Employees - who desire to have a just reward for their services, 
not only in terms of salary and working conditions but also in job 
satisfaction. 

•4 Customers - who may not necessarily want the cheapest item but 
one that they perceive as ‘value for money’. They are also concerned 
about service, both during the buying process and after sales. 

■4 Owners or shareholders - who want an income in the form of 

dividends and the prospect of a capital gain through an increasing 
share price. They have to balance the prospect of pursuing 


















short-term profits against the need to build long-term growth and 
customer loyalty. 

Hk Managers - although they are paid to represent and promote the 
shareholders’ interests they might possess objectives of their 
own. These could range from building good working relations with 
employees in order to avoid workplace conflict to enhancing their 
own position in the firm by rewarding themselves with high salaries, 
luxury offices and expensive company cars. 



The business itself might have a number of objectives that change as time 
and performance dictate. The most common objectives are: 


■+ survival - to reach a sustainable sales level that allows the firm to 
break even 

-* profit maximization - to maximize the difference between total 
revenue and total cost 

growth - which may be in terms of market share for each product 
(or a group of products) in order to decrease the risk of failure 

It is easy to see that even these limited business objectives could cause 
conflict at some stage. For example the quest for more market share might 
entail cutting prices, which reduces profit margins and possibly overall 
profit. 



It appears, therefore, that a firm’s responsibilities to its shareholders may 
directly conflict with its responsibilities to the other stakeholders. For 
example a significant wage rise will benefit the employees but only at the 
expense of lower profits for the owners. All of the groups are competing 
for a slice of the rewards generated by the business. It appears as though 
one group can only benefit at the expense of another. This is the traditional 
‘shareholder’ view. 

The ‘stakeholder’ view envisages all groups benefiting through 
increased cooperation that leads eventually to higher rewards for all. For 
example higher wages might lead to higher productivity, reduced unit 
costs and higher profits. ‘Satisficing’ is the acceptance of a strategy that is 
satisfactory for all instead of pursuing a policy that is 
in the interests of only one group. Although this might be viewed as a 
compromise it can have extremely beneficial effects on the long-term 
prospects of a business. 


<».vHKrsr-, y ■»•••< I i *>s 

1 To what extent do firms have to take notice of consumer pressure 
groups? (15 min) 

2 Outline two arguments in favour of the shareholder concept and two 
arguments against it. (20 min) 

3 Identify the stakeholders in a charity or a hospital. (15 min) 


Don't forget 

When the (profit related) objectives of the 
owner shareholders ( principals ) conflict 
with those of the managers ( agents ) we 
I say there is a principal-agent problem. 


Links 

: See the discussion of Business objectives 
(page 52) for a more detailed treatment. 


The jargon 

Spreading risk by producing a 
; greater variety of products is called 
: diversification. 


Don't forget 


Be aware that some companies might 
support stakeholder objectives in public 
but are not so enthusiastic when large 
amounts of money are required to put 
them into practice, e.g. pollution controls 
or higher wages. 



Why might the profit and growth 
objectives conflict? 


Grade booster 


It is important to recognize not only that 
objectives will differ but that they will 
clash. Evaluation can be demonstrated 
by identifying the most significant 

stakeholders in a business. 

V_y 


Grade booster 


To obtain high marks it is important 
not only to correctly identify the 
stakeholders in a business but also to 
assess their relative strengths in the 
decision-making process. 























Size of business 


One feature of industrial development in recent periods 
has been the growth in the size of the firm. It is 
important to understand the reasons for this, the 
problems associated with growth and why small firms 
continue to exist. 


For more on economies of scale see 
below and also pages 132-3. 


Links 


_( The jargon 

The 2006 Companies Act defines a 

company as small if it satisfies two of 

the following 

Turnover less than £5.6m 

Net assets under £2.8m 

Less than 50 employees 



Economic theory suggests that large firms should be more efficient than 
small firms due to ( the existence of economies of scale. Despite this small 
firms continue to survive for the following reasons 


-♦ supply a small (niche) market either geographically (e.g. corner 
shop) or by producing a specialist item or service (art restorer) 

•4 provide a personal or more flexible service, e.g. local builder erecting 
a house extension 

•4 allow entrepreneurs the opportunity to start their own business and 
to test their ideas in the market place ; many of these people are 
dissatisfied with working for large companies and desire to be their 
‘own boss’ 

4 the owners have made a conscious decision not to grow because they 
do not want to undertake the inherent risks and workload associated 
with growth 

In 2006 there were 4.5 million businesses in the UK, of which 99.3% were 
classified as ‘small’. Despite this superiority in numbers they accounted for 
only 47% of employment and 37.2% of turnover. In other words less than 
1% of businesses provide over half of all employment and more than 60% 
of all turnover. 


The jargon 

Economies of scale are the factors that 
reduce average costs as firms expand, 
such as discounts for bulk buying, greater 
productivity via more specialization and 
the increased application of machinery, 
the availability of cheaper finance, etc. 


Action point 

Examples of mergers/takeovers include 
Walmart and ASDA, Royal Bank of 
Scotland and NatWest, Halifax and 
Birmingham Midshires, HSBC and Midland 
Bank. Can you add three more? j 



Here are some of the main reasons for firms wanting to expand 


•4 cost savings - firms can benefit from economies of scale 

-> diversification of product - reduces the risk of dependence on one 
product or service 

■4 diversification of market- reduces dependence on one economy and 
one set of customers 

-4 market power - increased power in the market allows firms to 
influence prices and to obtain better margins through reduced 
competition 

4 risk reduction - larger firms are less likely to suffer in market 
downturns and are less likely to be taken over by competitors 


In an increasingly competitive market firms are pressured into 
continually reducing costs and improving efficiency. One way of achieving 
this is to expand either organically or by means of takeovers and mergers. 



-* Internal growth - this is when the firm expands without involving 
other businesses. It is organic growth achieved by increasing sales 
of its existing products to a wider market. 




















*♦ External growth - this can be achieved by either a takeover (gaining 
at least a 51% share in another firm) or a merger (two firms agreeing 
to join in creating a new third company). 

There are four other types of growth depending on the direction taken: 

•* forward vertical integration - towards the final consumer 
*♦ backward vertical integration - towards the raw material supplier 
“► horizontal integration with a firm in the same business and at the 
same stage of production (e.g. Cadbury-Schweppes) 

“► conglomerate integration involving firms in a totally unrelated 
business 


Backward vertical 
integration 

Suppliers and raw 
material producers 


Conglomerate 

integration 

Two firms with no 
common interest 


t 


Firm 

(e.g. manufacturer) 


T 


Forward vertical 
integration 

Distributors and retailers 


Horizontal 

integration 

Firms at the same 
stage of production 
in the same industry 


Compare the methods of growth in the 
banking industries with those in the 
airline industry. What are the major 
differences? 


Check the net j 

The government provides help for small 
business growth. Visit 
www.businesslink.gov.uk 


Example 

| Walmart's takeover of ASDA is an 
example of horizontal integration that 
provides the US retailing giant with an 
opportunity to enter the highly profitable 
UK market. 



Growth, especially when it is rapid, is very difficult to manage. 


Financial - the firm might require significant increases in both its 
capital and its cash holdings in order to finance the increased volume 
of production and sales. This will involve either a further injection 
of permanent capital from shareholders or extra borrowings. In both 
cases the gearing and liquidity ratios will be affected. 

Operational - ensuring that the increased market is supplied with 
the required goods on time and within budget. This is particularly 
difficult where two or more production processes are being merged. 

*♦ Managerial - i.e. the problems of co-ordination and control, 

especially where merging firms have different corporate cultures. In 
takeovers, two boards of directors and two sets of management have 
to be replaced by one. This will lead to periods of uncertainty and 
speculation among the workforce. 


Links .. 

See ratio analysis and the importance 
of gearing to shareholder and market 
confidence (page 173). 


The jargon 1___ 

Glocalization is the attempt by 
; multinationals to produce on a global 
basis but customizing to take account of 
local conditions. 


Despite these problems the current trend is for firms to expand towards 
being multinational with operating plants all over the world. The global 
economy calls for global firms that can operate on a world scale. 


1 Why are small firms considered to benefit an economy? (15 min) 

2 Why might mergers fail to increase efficiency? (15 min) 

3 Compare and contrast internal and external methods of growth. (30 min) 


Grade booster 


The better answers to questions on 
growth will consider both the benefits 
and drawbacks of expansion. This 
demonstrates 'evaluation'. 
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Business organizations 


There are many types of business in the commercial 
world. Each type of business has a role to play in the 
modern economy with its own unique benefits and 
drawbacks. 



A sole trader is the simplest form of business unit as few legal formalities 
are needed to start and little capital is required. Sole traders are often 
found in activities where personal service is important and where large- 
scale production would be uneconomic. In general, the sole trader 
provides the capital for the business, bears all the risk and makes all the 
decisions. The principal incentive of this form of business is that all the 


Examples 

Typical local examples would include local 
retailers (tobacconists, grocers, butchers, 
newsagents, florists), local services 
(hairdressing, window 
cleaning, restaurants, garages) and 
local manufacturers (self-employed 
craftspeople, small engineering 
companies, etc.). 


Watch out! 


Sole traders are the most common form of 
business organization (68%) but account 
for only a small percentage (5%) of the 
total output and sales in the UK. They 
are, however, important sources of 
employment (14%), particularly in remote 
and rural areas. 

V_____ i - ' - 


profits belong to the sole trader. 
Advantages 

*4 business kept private 
-4 easy to establish 
<4 independence, 

•4 receives all of the profit 
4 flexibility of decision-making 


Disadvantages 

<4 unlimited liability - losses 
borne by owner 
4 may lack business skills 
4 potential lack of continuity of 
business 

-4 limited capital for expansion 
■4 historically a high failure rate 


Example 

Approximately 40% of all new businesses 
fail in the first two years 


The jargon 

A partnership is a legal form of business 
organization where two or more people 
trade together under the Partnership Act 
| of 1890. 


For the customer the benefit can be a dedicated and personal service 
specifically targeted at individuals. There are still many consumers who 
prefer doing business with small, well-known, local traders. 



Many of the difficulties associated with being a sole trader may be 
overcome by forming a partnership. As the partners still have unlimited 
liability (each partner is liable for the debts of the other partners) 
it is common for partnerships to exist in family businesses or in 
professional areas such as law, insurance and accountancy. The rights and 
responsibilities of each partner may be written down in a Partnership 
Agreement. This states the capital supplied by each partner, the sharing of 
profits and losses, the voting rights and the arrangements for enlarging or 
dissolving the partnership. 


Action point 


Find out whether your doctor or dentist is 
in a partnership. 


Advantages 

4 injection of extra capital 

4 division of labour — specialists 
can be brought in, e.g. 
accountant, sales manager, 
purchasing manager, etc. 

<4 shared responsibility 
therefore can cover for 
illness, holidays, etc. 

*4 business affairs still kept 


Disadvantages 
*4 unlimited liability 
■4 disagreements over 
decision-making and 
control 

4 limited to a maximum 
of 20 partners except for 
solicitors, accountants 
and other specially 
exempted groups 


private 













Private limited company 

The purpose of forming a private limi ted company is to encourage people 
to invest in larger enterprises with relatively little risk. The owners are 
responsible only for the amount invested in the company ( limited liability) 
rather than risking their entire personal wealth. 


Advantages 
-> limited liability 

continuity of existence 
-* easier to raise capital 
-> economies of scale 


Disadvantages 

*4 can’t sell shares to the general public 
-* transfer of shares has to be 
approved by all members 
*4 public access to accounts at the 
Registrar of Companies 


Public limited company (pic) 

Most pics start life as private companies that go ‘public’ in order to raise 
further capital for development and expansion. Although small in number 
they account for most of the turnover, employment and capital investment 
in the UK. The principal purpose of creating a pic is to raise large amounts 
of capital to fund future expansion. This necessitates offering shares to 
the general public through a listing on the Stock Exchange. The pic (and 
Ltd company) must issue a Memorandum of Association, defining its 
relationship with the Outside world, and Articles of Association, defining 
its internal government. 


Advantages 

limited liability 
*♦ easier to raise large 
amounts of capital 
shares transferable on 
the Stock Exchange 
greater economies of scale 
continuity guaranteed 


Disadvantages 
-* costly to establish 
-> accounts must be published 
*4 risk of takeover by other firms 
buying shares on the Stock 
Exchange 

-* greater size may lead to 
slower decision-making 


The jargon 

The private limited company must have 
at least two shareholders. They are not 
allowed to sell shares to the general 
public but must offer them on a private 
basis. There are over half a million private 
limited companies. 


Don't forget 

Incorporation is the process of becoming 
a corporate body, i.e. establishing a 
business as a separate legal entity. The 
name of the private limited company 
must be registered with the Registrar 
of Companies and it must have the 
designation ’Limited' (often abbreviated 
to 'Ltd') at the end. 


Action point }. 

British Telecom, Glaxo, Sainsburys, Royal 
Bank of Scotland are all pics. Can you 
add ten more pics to the list that produce 
products or services that you use? 


Watch out! 


Both Ltd and pic companies must publish 
accounts, but they must be more detailed 
for a pic. 



The public sector is made up of public corporations (nationalized 
industries), government departments (e.g. Department of Health) 
and local government services (e.g. council-run leisure centres). The 
emphasis here is not on making a profit but on providing a service 
for the community. Increasingly this objective has become more 
commercialized, with government agencies having to operate within strict 
budget guidelines and to rely on cost savings for extra funding rather than 
on increased government subsidy. 


1 

2 

3 


■ .M i-v*. ■ ”'t 

What distinguishes a private limited company from a pic? (10 min) 


PS j! sC' ? 


What does the term 'limited liability' mean and why is it so important? (10 min) 


How is a franchise (see page 91) different from other forms of business 
organization? (15 min) 


Examiner's secrets 


Evaluation can be shown by comparing 
the advantages and disadvantages of 
one form of business organization with 

another and justifying a choice, 
v___ 


Grade booster 


Many students are surprisingly weak 
at distinguishing between the different 
forms of business organization, 
particularly pics and Ltd companies and 
between the private and public sector. 
Accuracy with terminology will avoid 
losing marks. 
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Business objectives 


Take note 

Good objectives should be SMART: 

Specific 
Measurable 
Achievable 
Realistic 
Time specific 


__Action point 

Check the mission statements of some 
i well-known companies for their overall 
long-term aim, e.g. Walt Disney World's 
mission statement is 'To make people 
happy'. 


Business objectives are a statement of what an 
organization wants to achieve, through its operations, 
both in the short and long term. Some people refer to 
these as aims or goals but whatever term is used, it is 
importantto stressthatthe objectives provide direction 
for all of the firm's actions. Different companies will 
have different objectives depending on their size, their 
age, their market and the sector in which they are 
operating. 



A mission statement is a concise document that seeks to explain why 
the organization exists, what it sets out to achieve and the principles the 
company strives to maintain while achieving those objectives. The latter 
may include issues other than survival, profitability and growth such as a 
commitment to customer satisfaction, quality and social responsibility. 

Mission statements also help employees to see how their role aids the 
overall purpose of the firm and managers to assess whether proposals are 
within the scope of the mission statement. 



All new firms face enormous problems in trying to establish themselves 
profitably in the market. At the beginning, the owner may be satisfied 
f or the company merely to survive its early problems while building 

_ — - I *- inks a reputation and a guaranteed market share. Large profits may be of 

For more on break-even analysis see secondary importance. Survival may involve offering goods and services 

page 176 at highly competitive prices that do not (at least initially) provide optimum 

profits. The initial objective might be to reach a sustainable level of sales 
that guarantees break-even. 


Don't forget 

H. A. Simon, the Nobel prize-winning 
economist, used the term 'satisficing' to 
describe the situation where a firm seeks 
reasonable (not maximum) outcomes for 
various targets, e.g. for sales, market 
share and profit. 



For most firms profit making is the major concern of the business. This is 
often the principal reason for the original formation of the company. The 
traditional economist’s view is that firms in the private sector are profit 
maximizers where each business decision is based on the need to increase 
profits. This may be the case for small operations that are under the direct 
control of the owner, but large companies may be equally concerned with 
objectives such as market share or growth. Profit, however, remains an 
important objective because 

4 it ensures the long-term survival of the business 
it provides a source of finance for future investment 
*♦ it provides rewards for stakeholders (dividends for shareholders, 
wage increases for employees, price reductions or improved 
products for the consumer, etc.) 

-♦ it provides a measure of the efficiency and effectiveness of 
management policies 

it allows comparison with other forms of investment 
























Once established many firms pursue growth as their main objective. 
Growth is seen as a means of limiting risk because 


Links 


4 expansion of output will allow economies of scale which in turn will 
improve competitiveness through cost and price reductions 
-4 a firm can diversify in terms of product so that a fall in demand for 
one item can be compensated by growth in other products 
■4 a firm can diversify in terms of market so that recession in one market 
is balanced by sales in a more buoyant market 



In larger firms there is the possibility for a range of objectives to be pursued 
such as 


-4 Managerial objectives - where managers have considerable power 
in an organization they may aim to maximize their own salaries, 
fringe benefits, pensions, department budgets, the number of 
subordinate staff and leisure time. This is true in firms where there is 
considerable divorce (separation) between control and ownership. 

-4 Sales revenue maximization - this is often the case where managers’ 
salaries are linked to sales and not to profit levels. 

■4 Corporate image - with the growth of consumer pressure groups it 
is important for firms to be seen to be environmentally and socially 
responsible, even if this entails earning lower profits. 


•3 

- 

For more on economies of scale see 
pages 132-3. 


Grade booster 


Evaluation can be shown when you 
balance the benefits of growth against 
the risks involved. Remember to come to 
a conclusion about the overall outcome 
as you see it but based on the data 
provided. 

V_ J 



Can you explain what is meant by 'a 
separation between ownership and 
control'? How might this affect the 
business objectives? 



Public sector organizations include public corporations (nationalized 

industries), government departments (e.g. DSS) and local government 

services. In the past the nationalized industries were required to provide a 

service and where possible to break even or at least make a rate of return 

sufficient to fund new investment. When they failed to do this many of 

. Define privatization. Can you briefly list 

them were privatized. the p 0 j nts j or anc | a g a j ns t privatization? 

Government departments, both national and local, are now required to 
operate on a more commercial basis. They must work within much tighter 
budget guidelines and rely on cost savings and efficiency gains for future 
extra funding. 


1 Under what circumstances might survival be the overriding 
objective? (15 min) 

2 Identify three advantages and three disadvantages of pursuing 
growth. (20 min) 

3 What are the advantages and disadvantages of the public sector adopting 
more commercial objectives? (20 min) 


Grade booster 


Ensure that you differentiate between 
long-term aims (as indicated in mission 
statements) that are predominantly 
qualitative in nature and objectives 
which should be quantified and set 
within a time frame. 









Strategic analysis 


___! The jargon 

The term SWOT analysis is often 
used here: strengths, weaknesses, 
opportunities, threats. 


An organization lays down certain strategic objectives 
and develops strategic pi a nstoach\evethese objectives. 
However, in doing this it must first undertake a 
strategic analysis of the position it finds itself in. 



This is an attempt to ensure that an analysis of the firm’s situation is 
undertaken properly and that alternative strategies are considered. 
The model shows that there are two major areas to audit. 


_ f Don't forget 

The firm can also develop strategic 
alternatives for evaluation from these 
audits. 


___[ Don't forget t 

Make sure you read a good newspaper 
each week so that you can comment 
on the dynamic nature of the external 
| environment and its recent changes. 


The jargon 


The term PEST is often used to refer 
to political, economic, social and 
j technological factors. 


...y 


•4 External environment This is the environment which provides the 
opportunities that the firm would like to exploit and the threats that it 
needs to avoid. Obviously, there are many factors which will affect the 
firm but you will find that there are three or four which are critical to 
the success of the firm. These are termed ‘key success factors’. 

"4 Internal environment This involves looking inside the organization 
to identify the firm’s strengths and weaknesses. You should be able 
to identify the firm’s ‘key competences’ from this audit. 



_ Example 

For firms with overseas subsidiaries 
(i.e. multinationals such as BP) political 
stability \s of major importance. 


Links 

For more on the business cycle see 
page 16 . 



Select two demographic trends in the UK 
and outline the impact of these upon the 
leisure industry. 



This is a means of identifying the opportunities and threats facing the firm. 
Firms operate in a business framework which is affected by changes in 
political, economic, social and technological factors. 


-4 Political factors Government legislation may have a major impact 
upon organizations. Thus new legislation to protect workers or 
consumers may push up a firm’s costs. Equally changes in monetary 
and fiscal policy may affect the firm’s costs and revenues. 

-4 Economic factors The firm must be aware of the general direction 
of the whole economy. The business cycle has important implications 
for the opportunities and threats the firm faces. Of equal importance 
is the state of the markets within which the firm operates, e.g. the 
nature and intensity of competition. 

-4 Social factors Changes in tastes and fashion may have a direct effect 
on the firm in the short term. Demographic changes, increasing 



















environmental awareness and pressure group growth will affect firms 
in the longer term. 

*4 Technological factors Advancements in science mean that no firm 
can be complacent about the product or service it is operating. 

New technology may render existing products or the methods of 
making them obsolete. Technology may also provide the firm 
with opportunities to improve its product or produce something 
entirely new. 


Example 

Toffler in his book Future Shock 
argues that the rate of technological 
change is accelerating. 



This is a means of identifying the strengths and weaknesses of a firm. 

It is important this is done within the context of the industry within which 
the firm works. Thus the fact that a firm has modern efficient machinery is 
not a strength if every other firm in the industry uses 
the same technology. The aim is to identify those areas in which 
the firm has some competitive advantage over other firms. 

The areas include 


Area 

Characteristics to consider 

People 

skills, training, attitude 

Organization 

structure, relationships 

Systems 

formal, informal, technology based 

Products 

quality, costs, life cycle, portfolio 

Production 

efficiency, nature, capacity 

Finance 

profitability, liquidity, controls, raising of finance 

Credibility 

reputation, goodwill, security, customer perception 

Knowledge 

technical, competition, market 


Watch out! 


The internal audit must be objective. 

For example if competence is claimed 

in a particular area, evidence must be 

provided to back up that claim. 

V. .. .y 



The information you have obtained from the external and internal audit 
must be summarized in a way that busy managers can absorb. 


Strengths 

-4 high quality products 
-4 efficient production system 

Opportunities 

•4 raise finance from sale of 
town sites 

•4 new export markets in Asia 


Weaknesses 

*4 workforce motivation 
■4 cash flow problems 

Threats 

■4 increased competition in EU 
-4 stricter health and safety 
legislation 


Watch out! 


The two upper quarters of the table give 
the results of the internal audit, the 
two lower quarters the results of the 

external audit. 


Watch out! 


Be aware that you may be required 
to assess and evaluate the overall 
effectiveness of the strategic analysis 
process. 


(a) How can benchmarking (see page 147) help in strategic 
analysis? (20 min) 





(b) Explain the term SWOT analysis. How can it be used to develop a firm's 
strategic plan? (20 min) 








Strategic planning 


Strategic planning is the long-term planning dealing 

-— ~ with an organization's mission, objectives and plans 

-L— Links on how to achieve those objectives. Underpinning 

For more on business objectives see the decisions made regarding objectives and strategic 

pages5Z : 3 __J plans will be the strategic analysis already considered. 


The jargon 

Competitive advantage refers to the 
means by which the firm seeks to create 
and sustain a superior performance. 


Michael Porter argues that there are two factors which will determine a 
firm’s strategic direction. 

The first factor to consider is the nature of the firm’s competitive 
advantage over its rivals. Porter sees two ways in which a competitive 
advantage can be gained 


4 providing goods and services at a lower price than other market 
players; this enables competitive prices to be charged and greater 
Why do many organizations develop pro fits tQ be eamed 

contingency plans for specific situations? x . . .. .. , „ , .. 

-4 using product differentiation to create a situation whereby the firm 

can charge a higher price because the consumers believe the 
product or service is in some way unique 


The second factor the firm has to consider is the scope of the market in 
which it wishes to operate. Again there are two possibilities 


Example 

i This has been the Japanese approach in 
; attacking many EU markets. They have 
been willing to accept large losses in 
I early years to build up a strategic position 
in specific market segments. 



*4 to compete in all sectors of the market; achieving and holding on to a 
major part of a mass market will always be difficult, but if successful 
is highly profitable 

-4 to focus on certain segments of the market rather than the whole; 
whilst this is unlikely to be as profitable as the first option, it is far 
easier to defend 

Porter combines these two sets of decisions in a matrix which sug¬ 
gests there are four separate strategic positions the firm could adopt. 


-4 Cost leadership This has come to prominence in recent years with 
the growth of continent-wide or even global marketing to support mas- 












sive new production plants which permit large economies of scale. 

4 Differentiation This enables the firm to avoid competing head- 
to-head on price by creating a sense of uniqueness that persuades 
consumers they are buying something different or better than the 
competitors have to offer. 

4 Cost focus Within the segments targeted, the firm concentrates on 
providing value for money, for example through superior purchasing 
of inputs or providing fewer (unnecessary) additional features. 

*4 Focused differentiation As with differentiation above, but involving 
a limited number of market segments. 



Once the strategic direction of the firm has been established it is then 
the responsibility of senior managers to set the parameters within which 
subordinate managers will act. In practice such strategic impl eme ntation 
means establishing time periods or planning horizons within which certain 
specified and measurable activities should occur. It is the responsibility 
of these middle and junior managers to develop medium- and short-term 
tactical plans which move the firm from the position where it is now to 
the desired position in, say, five years’ time. 



This is the choice of a course of action by a manager to achieve an 
objective. Managers are often assessed on the quality of the decisions they 
make and the decisions they make take up a lot of their time. The process 
involves: 

-4 Defining the problem 
•4 Developing alternatives 
4 Evaluating alternatives 

*4 Selecting and implementing the best alternative 
•4 Evaluation of the decision 

Many management decisions are taken on the basis of intuition and what 
they have seen to be successful before. However, there are a lot of more 
scientific means of decision making. 

You should also be aware of the highly motivational effect of involving 
others in decision making. Involvement reduces resistance to change and 
increases commitment amongst subordinates and employees. However, 
you should also note that group involvement in decision making may also 
have the disadvantages of wasting time, avoiding responsibility for the 
decision, be an ineffectual compromise or represent the decision of one 
person with a dominant personality. 


Don't forget 

From Porter's point of view a firm has to 
make a choice and concentrate on one 
of these four strategies. To do otherwise 
would be to end up as 'pig in the middle' 
with no strategic direction. 


Take note 

The measurable objectives set by 

I the senior management also play an 
important role in controlling the work 
of these subordinate managers and 
ensuring that the strategic plan is 
1 achieved. 


Don’t forget ) .. 

| Brainstorming is a popular way of 
generating new ideas. 


Links j _ _ 

v —~f---. : .-.' .' 

Numerous scientific aids are discussed 
later. See Critical Path Analysis, Stock 
: Control, Ratio Analysis, Break-even and 
Budgeting. 


Grade booster 


In assessing the impact of a strategic 

plan on an organization, make sure you 

consider the implications for all the 

major business functions. 

V_ y 



1 Discuss the reasons why bad decisions occur. 

2 How important do you consider planning to be in achieving the firm's 


objectives? (30 min) 


















Management of change 


In the modern economy change is a constant feature 
and firms must address its implications or risk losing 
out to competitors. Unfortunately not all change can be 
foreseen and in any case is not always within the firm's 
control. Despite these drawbacks a policy of change 
management allows firms to deal systematically with 
the impacts of change, especially those involving the 
human resources of the firm. 


Action point 

List some of the impacts that the 
following changes have had on 
businesses (try to be specific): 
plastics, silicon chip, Internet, 
e-commerce, pollution controls, break-up 
of the Soviet Union, banning of CFCs. 


Grade booster 


Firms that are good at taking advantage 
of market changes are those which have 
a workforce that embraces change, 

rather than resisting it. 
v_ 



Businesses today face a market place where products, production methods 
and customers are constantly changing. The causes of such changes may 
include the following 


-> Technological development - there have been rapid changes in 

production processes, communication methods and materials which 
have forced firms to revolutionize their operations. 

-> Consumer preferences - customers are better informed and more 
willing to use their spending patterns to support their views about 
the environment, animal testing or the exploitation of labour. 

•4 Market opportunities - new markets have developed, such as Eastern 
Europe and China. Older markets have become more competitive, 
requiring firms to be more innovative (product differentiation) as 
well as more efficient: 

•4 Legislation - the government (including the EU) has imposed 

stricter measures to curb pollution and to safeguard the interests of 


_ Links j 

For more on demographic change in the 
UK, see page 18. 


consumers. 

-4 Demographic change - population changes affect the age profile 
and hence the demand patterns of consumers. Many industrialized 
economies are faced with ageing populations whereas developing 
nations have increasingly younger populations. 


Whatever the causes of change, a firm needs to recognize the problem 
and where possible take appropriate action. 


Checkpoint 1 


The BSE crisis is an example of 
unforeseen change. Consider how the 
banning of beef exports affected the UK 
beef and dairy industries. 



Identify two pieces of legislation that 
have either increased the costs of 
business or altered how the business can 
be operated. 



The firm’s reaction to change will depend on whether the change was 
foreseen or unforeseen and whether it is within its power to control. 

Foreseen change - predictable changes such as gradual sales growth 
should be met by planned organizational change. Failure to plan for such 
change is really the result of poor internal management. It is within the 
firm’s power to control such events. 

Unforeseen change - unpredictable changes are more problematic. 

A sudden increase in demand might lead to rushed production, soaring 
costs in overtime payments, a reduction in quality control and a declining 
reputation as dissatisfied customers return unsatisfactory products. 

External change - factors such as customer tastes, new legislation, 
increased competition and the general state of the economy are largely 
outside the control of a firm (i.e. external change). Advertising and the 
lobbying of politicians might help, but the outcome is not certain. In these 











cases the firm must prepare itself to respond quickly. Contingency planning 
and scenario analysis are both useful tools to apply. 



People implement change, but they also form the most significant barriers 
to change, both individually and collectively. 

Individual resistance - individuals resist change because they prefer 
to deal with existing processes and procedures. People do not like being 
pushed or forced out of their ‘comfort zone’. They prefer to protect 
existing jobs, status and working groups. To individuals, change is often 
viewed as a threat, as highlighted by the theories of Maslow. 

Collective resistance - sometimes there is organizational resistance 
because the change requires a new type of corporate ‘culture’. 

For these reasons a well designed change management programme is 
required if the firm is to make a successful transition. 



A change management programme is relatively simple to design but 
extremely difficult to implement, involving the following stages 


The jargon 

j Contingency planning means preparing for 
unwanted or unlikely possibilities such as 
a prolonged fall in sales or bad publicity. 

It involves the process of asking and 
answering ‘what if' questions. 


Links 

See Maslow ':s views about human 
psychology and the need for security, 
social groupings and self-esteem 
(pages 108-9). 


The jargon 

Corporate culture is simply the 'accepted 
way of doing things' within a company. 


■* Planning - this stage includes recognizing the need for change, 
identifying the current position of the firm and devising a suitable 
method to reach the desired outcome. 

•4 Implementation - this is often the hardest stage. First resistance can 
be overcome by involving all personnel affected by the changes in 
the decision-making process. This will help build ownership of the 
changes. Second it is important to keep everyone informed about 
each aspect so that fear of the unknown is not allowed to impair the 
judgement of the workforce. 

"* Control - targets must be set so that management and the workforce 
can measure progress towards the desired outcome. 

“* Evaluation - the final stage is to review the changes and to assess 
their success against the original objectives. 

The review process should lead to the examination of new initiatives 
as firms that stand still risk losing market share in a constantly changing 
economic environment. 

In a discussion of change it is vital to stress the importance of good 
communication between management and employees. Are the leaders 
of the organization imparting a clear vision of what is expected from the 
change? 


TJExam practice answers: pages 69-70 


1 What are the key questions that management should ask when 
considering change? (20 min) 

2 Why is change considered to be a continuing process? (20 min) 

3 Contrast BPR with kaizen as a means of bringing about change. (30 min) 



Many organizations appoint a 'change 
agent' or champion to oversee the 
programme of change. Consider the 
advantages of this. 



How important are resources in a change 
programme? 


Take note 

There is no simple solution to the 
problems created by change. Each case 
will need to be considered on its merits. 
In general, consider whether the change 
is incremental and therefore can be 
carefully planned or radical, requiring 
more dramatic action. 

Many firms used business process 
re-engineering (BPR) in the recession 
of the 1980s to reinvent themselves in 
the face of falling demand. Not all of 
them were successful. Others used the 
incremental or 'kaizen' approach. 
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Organizational culture 


Watch out! 


Try not to be judgemental about 
certain types of culture - there are 
circumstances relating to the organization 
and its environment when each would be 
appropriate. 

I --- 


( Don't forget 

Hofstede also found national culture 
differed in terms of masculinity/ 
femininity, uncertainty avoidance, 
individuaiism/collectivism and time 
orientation. J 


Organizational culture is important because it affects 
the way we work and how we think about work. 
Culture varies greatly between organizations with 
some being described as 'warm and friendly' whilst 
others are described as 'hard and competitive'. 


The development of organizational culture 


Organizational culture forms to deal with two specific issues - external 
adaption and internal integration. External adaption has to do with how 
an organization copes with a constantly changing external environment. 
Internal integration refers to how the organization establishes effective 
working relationships within itself. An organizational culture emerges 
as staff seek to deal with these issues. Eventually, when the approaches 
developed are deemed to be successful they will be taught to new staff as 
‘the way we do things round here’. 

You will also find that the national culture of a country will have a 
major influence on organizational culture. Thus Hofstede found that ‘power 
distance’ (the extent to which a society encourages unequal distribution 
of power amongst its members) had an impact upon the structure and 
practices of organizations within that country. Where power distance was 
low (e.g. USA, Sweden, Denmark) there was: 


Watch out! 


Of course the opposite of this was true 
where power distance was high e.g. 

Brazil, India, Hong Kong, 
v_ _z 


Watch out! 


Take an organization that you know and 
try to give examples of each of these 
characteristics. 

V ___z 


-> Less centralization Fewer levels of management 

«♦ Fewer supervisors ■+ Smaller wage differentials 

-* All jobs equally valued 


Characteristics of organizational culture 


Culture is the set of values, beliefs and norms that underpin employees’ 

actions in that organization. You can see the culture from: 

■4 How people interact. What rituals and ceremonies do they have? 
What organizational slang do they use? 

-4 The norms shared by the working group, for example ‘you don’t 
leave until the job’s done’ 

■4 The key values held by the organization such as product or service 
quality 

-* The philosophy that guides how the organization deals with its staff 
and customers 

•4 The rules that you must learn to become an accepted member of 
that organization 

«♦ The climate conveyed by an organization through items such as the 
physical layout of the office or the way staff deal with customers 


An alternative way of looking at culture is to examine key areas where 
firms’ organizational culture has been found to differ. These include: 


•4 Employee initiative - consider the level of freedom and 
independence that is encouraged by the organization 
*4 Level of direction - to what extent have employees been given 
precise objectives and targets? 

-4 Level of control - look at the amount of rules and regulations and the 
degree of supervision that is used to control staff 









-♦ Degree of conflict tolerance - some organizations encourage staff to 
raise concerns, conflicts and criticisms 
-» Degree of risk tolerance - some firms encourage their staff to 
innovate and take risks 

Level of integration - to what extent are departments and other units 
within an organization required to integrate and co-ordinate their 
activities? 



How do you think the culture of the 
armed forces would differ from an 
advertising agency? 

V____ 


Types of culture 


There are various ways of analysing organizational culture. Handy has 
suggested that it will fall into one of four broad models: 

Power culture. This is sometimes also referred to as ‘web culture’. 

This is a situation where one or more dominant individuals tend to make 
all the major decisions. This form of organization can react quickly to 
market changes but is heavily dependent on the decision maker. Without 
that person nothing gets done. Power culture is most likely to be seen 
in small organizations - as the firm grows it becomes impossible for the 
owner/manager to cope with all the demands on his time. 

Role culture. This can be likened to a bureaucracy. You will find rules 
and procedures are clearly defined and you are expected to conform to 
those. There is little opportunity to show initiative. Your power depends 
upon your place in the hierarchy. Decisions outside your remit must be 
referred up the hierarchy. As a result decision making is often slow and the 
organization has little ability to respond quickly to organizational change. 
However, the organization may be very efficient in a stable environment. 

Task culture. This tends to be found in matrix organizations and/or 
project teams. Members are appointed because they can contribute to the 
solving of a specific problem and this is more important than their age or 
years of service. The dominant theme in a task culture is getting the job 
done. For members job satisfaction is high because their contribution is 
valued by other members and also because of their group identity. 

Person culture. This differs from the other three cultures because 
the individual is more important than the organization. Medical or legal 
practices are examples of where individuals believe themselves to be 
professionals, with the wider organization serving these individuals' 
interests. They expect to work independently of the organization with little 
control over their activities. 

Many organizations use recruitment, selection and training as a means 
of ensuring that the people appointed to the organization fit in with the 
culture it wants to promote. Companies may also investigate the culture of 
their major customers with the idea of adopting a similar culture to gain 
greater rapport! 


Exam practice 


answer: page 70 


You have just been appointed to manage a call centre. Having been there a 
week you have noticed that there are several issues of concern. Customer 
service is poor. Interest in the success of the business is low. Productivity and 
attendance levels are poor. A colleague suggests that the staff need to be 
shaken up - perhaps disciplining or even firing one or two. 

Do you agree with this approach? 


Grade booster 


The type of culture adopted is often 
dictated by the type of market, e.g. a 
fast-moving, dynamic market will suit 

firms with a 'power' or 'risk' culture, 
v__—7 






Government and business 


Check the net 

Visit the Department of Trade and Industry 
at www.berr.gov.uk 


Government attempts to influence the business 
environment as part of its overall economic strategy. 
The aim is to create a stable business sector where 
firms can compete on an equal basis and where 
workers and consumers are not disadvantaged. The 
government also acts as provider in situations where 
it believes the private sector would be inappropriate 
as the only source of supply. 


Example 

The nationalized industries now account 
for only around 2% of total output. 

However the broader public sector 
accounts for around 40% of all spending 
and over 30% of total employment. 



The government, through its departments, nationalized industries and 
local authorities, is a major user of resources and supplier of goods 
and services. The privatization of the 1980s and 1990s has removed a lot of 
direct production from government control but it is still a major provider of 
employment through the NHS, education, armed forces, police and social 
services sectors. 

The manner in which the government deals with spending levels and 
wage negotiations in the public sector is a significant influence on the 
rest of the economy. Many private sector firms also rely on government 
contracts for the majority of their sales. 


Check the net 

See how inflation has changed by viewing 
; the Monthly Inflation Report at www. 

1 bankofengland.co.uk 


Links 

See the discussions on competition policy 
on page 22. You can use the net to find 
out more, e.g. www.oft.gov.uk 


Checkpoint 1 


Name some of these 'watchdog' bodies. 


Action point 

Make brief notes on the following 
consumer laws 

Sale of Goods Acts 1893 and 1979 
Weights and Measures Acts 1963 
and 1985 

Trade Descriptions Act 1968 
Food Safety Act 1990 
Consumer Protection Act 1989 



The government seeks to provide a suitable framework within 
which business can operate efficiently. To this end the government 
establishes long-term plans for energy, transport, communications, 
regional aid, overseas trade, training and research and development. 

An example of this long-term view was making the Bank of England solely 
responsible for the conduct of monetary policy and the setting 
of interest rates in 1997. The objective was to make the control of inflation 
independent of political issues and to assure the business community of 
the government’s intention to establish a long-term inflation target of 2.5%. 
Arguably, low inflation will help to convince businesses to adopt long-term 
views for investment, improvement and expansion. 



In order to ensure equity and fairness the government regulates the market 
place in the following manner. 


-4 Competition policy - the Office of Fair Trading prevents restrictive 
practices (which reduces competition between firms) and the 
Competition Commission investigates proposed mergers (to 
ensure that they do not act against public interest). For newly 
privatized industries a series of regulatory bodies or ‘watchdogs’ 
has been established to oversee pricing and competition in the 
market. 

•4 Health and Safety - the Health and Safety at Work Act 1974 ensures 
that employers provide a safe working environment, adequate safety 
equipment and appropriate training. 

-4 Consumer law - various Acts protect the consumer from shoddy 
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goods, short measure, false or misleading descriptions and claims, 
and unhealthy food products. 

-* Labour law - various Acts protect the worker from discrimination 
on grounds of sex, religion, disability, race and unfair dismissal. 

Since 1999 a national minimum wage has been introduced to prevent 
excessively low wages. 

All of these regulations impose constraints and costs on firms but they 
do provide workers and consumers with confidence about the market, 
without which business might be more difficult to conduct. 



The government has taken positive action to promote the interests of 
business and to provide it with new opportunities. 

Research and development (R&D) - government encourages R&D by 
the provision of direct grants, by joint ventures and through financing 
university research. 

Small firms’ assistance - the government has helped in three ways 

-* improving access to equity and loan capital - various initiatives exist 
to help small firms obtain new capital 
■4 tax allowances and grants - a reduced corporation tax for small firms, 
extra allowance for new investment in plant and machinery 
<4 training and advice - Local Learning and Skills Councils, Chambers of 
Commerce, Local Enterprise Agencies (LEAs) and Business Links all 
provide advice or training 

International trade - the government promotes the sale of British 
goods overseas through its network of embassies and high commissions 
and subsidizes UK participation in major international trade fairs. The 
government also promotes trade by providing export credit guarantees, i.e. 
it takes on the risk of default by an overseas purchaser of UK exports. 

Employment and training - the Jobseekers Allowance (1996) and the 
New Deal Initiative (1998) encourage, respectively, the unemployed to 
find gainful employment more quickly (via restricting benefit) and firms to 
provide more jobs (via wage subsidies). 

Regional policy - help is provided for areas of high unemployment 
(Assisted Areas) through discretionary grants awarded under the Selective 
Finance for Investment (SFI) scheme. 


Action point „ _ 

Make brief notes on the following labour 
j laws 

Equal Pay Act 1970 
Sex Discrimination Act 1975 
Race Relations Act 1976 
Employment Act 1982 
Disability Discrimination Act 1995 


Checkpoint 2 


Can you be more specific in outlining 
some of these initiatives? 


Example 

In 1999 Business Links advised over 
72 000 businesses. You can visit the 
national Business Links centre at www. 
businesslink.org 


Example 

RSA grants helped to guarantee the 
production of the X400 Jaguar car at 
Halewood, safeguarding 2 400 jobs. 


Exam practice _ ■__ answers page 71 


1 How does a lower tax rate assist small firms? (20 min) 

2 Identify three reasons why nationalized industries were privatized by 
government in the 1980s and 1990s. (20 min) 

3 What are the costs and benefits to business of the health and safety 
legislation? (20 min) 


Take note 

There is always some form of market 
failure that, if left untouched, would 
disadvantage weaker groups such 
as workers and customers. The 
government seeks to remove or prohibit 
these failures by legislation, education 
or self-regulation. 
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Answers 

Business objectives and strategies 


Nature of business 


Checkpoints 

1 Productivity has risen dramatically in agriculture 
(mechanization, etc.) and other parts of the primary 
sector, so fewer people are needed. Output has been 
growing less rapidly in this sector than elsewhere 
(hence declining share of GDP). 

2 Many possible responses, e.g. high income elasticity 
of demand for many services, so as real incomes rise 
people spend a higher proportion of their income on 
health, education, leisure, etc. 

Exam practice 

1 Start by defining 'de-industrialization' as the long-term 
decline in Britain's secondary or manufacturing sector 
relative to the other leading industrialized nations. 

Use data to show the extent of the decline, making 
sure you identify the time period, e.g. 

In the secondary sector employment fell from 11m 
to 4.4 m from 1964 to 2004. 

Output fell from 41% of the UK total to 21% over the 
same period. 

Having set the scene, identify causes, expanding 
each point to obtain development marks. Causes 
regularly accepted include 

• lack of competitiveness of UK companies 

• lack of investment 

• unhelpful government policy 

• poor education and training 

• restrictive trade unions 

Point out that not all secondary industries have 
declined, e.g. chemicals. 

Close by commenting on the relative importance 
of the changes. Alternatively set de-industrialization in 
the context of the globalization of trade where firms 
are actively transferring manufacturing to lower cost 
economies. 


Grade booster 


To obtain high marks you must 'evaluate' the causes, commenting 
on the ones that you consider more important and offering some 
reasons. 

V_ 

2 Use the equation 

chang e y1QQ 
original value 

The percentage changes in output from 1964 to 
2004 are 

Primary sector - 50% decline 
Secondary sector - 48% decline 
Tertiary sector - 41% rise 

Briefly refer to the structural change as an opening 
comment, emphasizing the impact it has had on the 
demand for labour both in terms of quantity demanded 
and in terms of quality. 


The main changes have been 

• increase in service sector jobs, decrease in 
agricultural and industrial jobs, particularly in 
manufacturing 

• location of manufacturing industry, etc. is regional in 
nature therefore some areas have suffered more job 
losses than others 

• a significant fall in demand for unskilled labour and 
semi-skilled labour in the traditional heavy industries 

• rise in demand for highly skilled labour particularly in 
the service sector 

• growth in long-term unemployment especially in the 
older age groups 

• modern technology has made many skills redundant 
therefore need for retraining 

• female and part-time labour has risen in service 
sector 

These changes have produced an economy that 

requires a labour force that is more flexible, highly 

skilled and more mobile. 


Examiner's secrets 


It is important to realize how difficult it is to remedy fundamental 
problems in the labour force. Retraining and the relocation of 
labour and firms is a long-term process. There is no quick fix 
solution. Your answers should reflect this. 

i ;___ 


Enterprise and the entrepreneur 


Exam practice 

1 An entrepreneur is usually hard-working, resilient and 
self-confident. He or she must demonstrate initiative 
and drive in order to overcome the teething problems 
associated with a business start-up. They must also 
be willing to take calculated risks in pursuit of their 
objectives. 

2 Primary research is the gathering of first hand data that 
is specifically relevant to a firm's products, consumers 
or markets. This is carried out by fieldwork. It is a 
time-consuming activity and is quite expensive to 
carry out on a large scale, it does, however, provide 
more accurate data on a firm's market and products. 

For a new restaurant primary research would be 
invaluable for investigating local habits and tastes. Most 
restaurants rely on local inhabitants for the bulk of their 
trade. It is, therefore, imperative that the restaurant 
discovers the frequency of dining out in the area, the 
typical average spend of the customer and the preferred 
types of food. It would also need to identify competitors 
in the area. All of this could be done through a 
questionnaire. Another primary research technique that 
would be useful for a restaurant is a 'footfall' count. 

This gauges how many people pass the proposed 

site and indicates the popularity of the area and the 
likelihood of passing trade. 

Secondary research, however, is information that 
already exists and can be gathered from second hand 
sources such as reference books, government statistics 


64 








and market intelligence reports. Such data is often 
available free of charge but has not been collected for 
the specific needs of any individual business. Although 
it is cheaper and quicker to collect it might not provide 
such accurate information as primary research. For the 
restaurant local statistics on population trends would 
be useful as well as employment figures. Eating out is a 
'luxury' therefore is affected by the level of disposable 
income in the area. Most restaurants would want to 
locate in an area of reasonable affluence with good job 
prospects. Secondary research can be used to identify 
such locations. 


Stakeholders and their objectives 


Checkpoints 

1 Many possibilities here. 

(a) Body Shop stresses ethical/environmental 
considerations as well as wholesome, natural 
products. 

(b) Virgin stresses access to quality services/products 
at affordable prices, innovative design/presentation, 
etc. 

2 Many possibilities here, e.g. growth might require a low 
price strategy (penetration pricing), at least initially, to 
gain market share. This may be unprofitable in the short 
run but may give the opportunity for higher profits in 
the longer run. 

Exam practice 

1 The opening paragraph should briefly explain what 
pressure groups are and what they attempt to achieve. 
Provide a couple of examples such as the Consumers' 
Association and Friends of the Earth. The reaction of 
a firm to consumer pressure groups will depend on 

• the purchasing power of the pressure group 

• the media coverage of their views 

• the reaction of competitors 

• the relative costs and benefits of adopting the 
demanded changes 

• the views of shareholders 

• current public opinion 

• resources of the firm 

• the attitude of management 

Where there is keen competition, wide media 
coverage and general public support, the demands of 
pressure groups are likely to be more effective. For 
example. Shell had to reverse its decision to sink the 
Brent Spar oilrig at sea because of adverse publicity 
and the significant drop in its sales of petrol in the UK. 


Examiner's secrets 


Do not make the mistake of assuming that businesses can be 
persuaded to change by moral arguments. Invariably firms will 
weigh up the costs and benefits of any change. If they decide to 
accept the views of a pressure group the firm will attempt to turn 
it into a public relations exercise. 


2 Arguments for 

• the shareholders have provided the risk capital and 
as such they fully deserve the best return on their 
investment 

• the managers' task is to maximize shareholder 
value otherwise the long-term future of the business 
might be jeopardized, thus risking the interests of all 
stakeholders 

Arguments against 

• social responsibility might attract more customers, 
e.g. the Body Shop, i.e. it can be used as a positive 
marketing tool 

• social responsibility can lead to cost savings, e.g. 
reduced waste through recycling or increased 
awareness of waste among the workforce 


Grade booster 


Business is a partnership between all stakeholder groups. The 
adoption of social responsibility will depend on the relative 
strength of the interest groups. Suggesting that pressure 
group issues can be both advantageous and disadvantageous 
demonstrates evaluation! 

v---— 

3 The stakeholder concept can be applied to all types of 
organization, including your own school or college. 

This question calls for you to identify the various 
interested groups and then to state their particular 
viewpoints. 

For example, a hospital will have the following 
stakeholders 

• patients - interested in the quality of service 

• relatives - concerned about the safety and comfort of 
the patient as well as access and services available 
during visiting hours 

• administrators - the efficient use of the hospital's 
scarce resources 

• government - the efficient use of resources and the 
reduction of waiting lists 

• employees - security of employment, working 
conditions, remuneration and future prospects 

• local community - the future of the hospital and the 
standard of services offered as well as employment 
opportunities 

• suppliers - the level of demand for goods and 
services 

A similar list can be created for charities or any other 
non-profit organization. 


Grade booster 


The stakeholder view is about building long-term relationships 
and partnerships between interested parties so that all might 
benefit. You might use the phrase 'satisficing' to describe the 
attempt to reconcile these often conflicting aims. 
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Size of business 


Checkpoint 

Certainly the banking industry has been marked by 
conglomerate integration as well as horizontal integration, 
e.g. banks now offer insurance, mortgages and many other 
forms of personal finance services. Of course banks have 
also merged horizontally (e.g. Hong Kong and Shanghai 
Bank merging with Midland Bank to form HSBC). The 
airline industry has been far more focused on horizontal 
integration, with small airlines going bankrupt or being 
taken over by large airlines. * 

Exam practice 

1 Virtually all businesses start small. The majority of firms 
remain small but some grow and prosper while others 
fail. Examples of small firms expanding to become 
internationally known businesses in recent times 
include Microsoft, the Body Shop, Apple computers, 

IKEA and the Virgin group. 

Small firms benefit an economy because 

• they are an important source of new jobs: not only 
do they provide employment for the owner, they also 
account for 30% of all employees 

• they are the traditional breeding ground for new 
industries, e.g. the rapid growth in e-commerce 

• they are quick to identify new market opportunities 

• they serve 'niche' markets, too small for large firms 
to service profitably 

• they are willing to invest time and money in 
speculative opportunities 

• they often provide services that larger firms require 
at a more economic rate (outsourcing) 

• they provide an opportunity for new entrepreneurs 
and new ideas 

• they have a 'competitive advantage' in many 
personal services 

Small firms are the seed bed from which larger firms 
emerge as well as being the testing ground for new 
products, processes and ideas. 

| Take note j___ 

! Most small firms are high-risk ventures, as shown by the large 
i percentage that fail within the first three years. In your answers 
; stress the job-creating function of small firms, particularly in 
areas where large firms are reluctant to operate, e.g. rural 
i communities. 


2 It is always assumed that the main reason for mergers 
is to take advantage of economies of scale and thus 
improve efficiency. In fact most mergers occur for 
reasons other than economies of scale. In some cases 
a merger might not lead to efficiency improvements for 
the following reasons 

• rationalization has left the workforce in a demoralized 
state 

• key employees have left rather than stay with the 
larger concern 


• the two firms have different management cultures 
that lead to conflict 

• management have concentrated on the problems of 
the merger and have neglected the core business 

• personality clashes at both the operational and 
managerial level as rival groups of employees seek 
to secure their future 

• incompatibility of production systems 

The situation is made more difficult if the merger 
involves vertical integration as the two firms have little 
experience of each other's business. 


Examiner's secrets 


Mergers are expensive. They lead initially to high costs while 
rationalization takes place. The success will not be apparent for 
several years. Stressing the long-term nature of mergers will 
demonstrate evaluation. 


3 The opening statement should highlight that growth 
can be achieved in a variety of ways and at various 
speeds. The choice of method will depend on the rate 
and direction of growth required by the firm. 
Comparisons might include 

• direction of growth (vertical or horizontal) 

• speed and extent of growth 

• risk reduction and growth 

• reasons for growth, e.g. diversification, market share, 
etc. 

Contrasts might include 

• direction of growth - vertical tends to be external, 
horizontal could be either 

• speed and extent of growth - external growth tends 
to be more rapid and extensive 

• financing of growth - external growth is often funded 
by outside agencies 

• risk involved - external growth often involves 
borrowing 

• the involvement of outside parties, e.g. financiers, 
venture capitalists, etc. 

• loss of some management control with external 
growth 

The method, direction, speed and extent of growth 
should relate closely to the firm's overall strategic 
objectives. 


Grade booster 


In this type of question it is easy to 'describe' or 'list' methods of 
growth. To score well you need to actively make comparisons and 
contrasts. 


Business organizations 


Exam practice 

1 Both organizations are examples of limited liability 
companies in that the shareholders are only risking the 
amount invested in the business. There are, however, 
some significant differences. 










• The shares of a private limited company cannot be 
purchased on the Stock Exchange. They can only 
be sold privately and with the consent of the other 
shareholders. 

• The maximum value of shares is restricted to £50 000 
whereas a pic has no restriction placed upon it. 

• Pics must publish far more detailed accounts than 
private limited companies. 


Grade booster 


Many students confuse public limited companies with public 
sector organizations. Ensure that you know the definitions 
accurately. 

___ ✓ 

2 Limited liability means that the owners are only 
financially responsible for the amount that they have 
invested in the business. Their personal wealth is 
protected from creditors in the event that the business 
becomes insolvent. 

Limited liability is important because it encourages 
entrepreneurs to accept the risk of investing in a 
business. The extent of any loss is known in advance. 
This results in a larger pool of finance being available 
to industry. 


Grade booster 


The easy part is to remember the definition of limited liability. 

The more difficult part is to accurately explain why it is important. 
Very few investors would be willing to risk financing a business if 
it meant the possibility of losing all of one's wealth. 


3 A franchise is different from other forms of business 


because 

• the franchisee is buying only the use of the 
franchiser's name, logo and trading methods 

• the franchisee is limited to a defined geographical 
area 

• the design of the premises is strictly laid down 

• all supplies must be purchased from the franchiser 

• an annual fee must be paid to the franchiser based 
upon the annual turnover 

• the franchisee is never the complete owner of the 
business 

It is extremely popular, especially with those who 
have limited business skills but who desire to run their 
own operation. 


Take note - --— 

: The appeal of franchises is based on the fact that they are tried 
; and tested business enterprises with a track record of success. 


Business objectives 


Checkpoints 

1 The owners (shareholders) of medium/large pics may 
not be in control. The shareholding may be spread 
across many investors, giving management some 


freedom to control the business in the ways they see 
fit. This may be to pursue objectives such as corporate 
growth, which may not necessarily mean the highest 
profits for shareholders, at least in the short term. 

2 Privatization is difficult to define, but basically means 
the transfer of assets or economic activity from the 
public sector to the private sector. Arguments for 
include supply-side benefits (greater efficiency), wider 
share ownership, reductions in PSBR (Public Sector 
Borrowing Requirement), greater managerial freedom, 
etc. Arguments against include public interest, 'natural 
monopoly', taking better account of externalities, etc. 
(See also answer to Question 2, page 71) 

Exam practice 

1 There are three occasions when firms might consider 
survival as the overriding objective. 

In the early stages of trading - this is because 

• the firm will have initial fixed costs to pay 

• there is no recognized customer base 

• management lacks experience 

• there are limited cash reserves 

• there is competition from established businesses 

• the firm might have to offer low prices in order to 
attract customers 

In difficult trading periods - during recessionary 
periods general demand falls, causing price competition 
as firms struggle to maintain sales levels. The profit 
margins are squeezed and unit costs might rise as 
output falls and economies of scale are lost. 

When faced with the threat of a takeover- if the 
management view the takeover as hostile they will 
recommend that the shareholders resist the takeover 
and keep the firm in its present form. 


Examiner's secrets 


Survival questions allow pupils to demonstrate their grasp of 
strategy. A firm has several alternatives ranging from price 
competition, increased advertising and promotion to cost cutting, 
rationalization and friendly mergers, 
k_ 

2 Advantages of pursuing growth include 

• obtaining economies of scale, especially in the 
purchase of raw materials and capacity utilization 

• improved competitiveness through lower costs and 
lower prices 

• diversification of the product base 

• market diversification reduces risk by selling to 
customer groups in different areas 

• increase in profit potential as sales rise 

• lower financial charges from banks and other lenders 
who recognize that large firms are less of a risk 

Disadvantages of pursuing growth include 

• greater capital investment therefore higher risks 

• management burden increases 

• increase in gearing if financed by borrowing 

• competitors might perceive a growing company 
as more of a threat and adopt a more aggressive 
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trading policy 

• original owners might lose some control as the 
management and shareholder base expands 


Grade booster 


Remember to look at the benefits and problems of growth 
Try to use arguments related to ideas considered elsewhere, 
e.g. economies and diseconomies of scale, corporate strategy, 
mergers, accounting ratios, etc. 

3 Advantages of the public sector adopting more 

commercial objectives include 

• reduction in wasted resources 

• increased provision of services to the general public 
via higher productivity 

• lower burden on government finances 

• self-financing of future investment 

• increase in productivity 

• more sensitive to customer views and opinions 

The disadvantages include 

• increased bureaucracy 

• reduction in 'free' services 

• closure of 'unprofitable' units, e.g. expensive 
libraries, rural bus services, etc. 

• reduction in labour and increased use of computers 
produces a more depersonalized service 

• rationalization increases unemployment 


Grade booster 


Think about the broader set of business objectives often 
associated with public sector provision and how a change in this 
'culture' would affect both private and public provision, 
v-----—.. ' 


Strategic analysis 


Checkpoint 

Many possibilities here. Ageing population. More leisure 
facilities and opportunities (holidays) provided geared to 
the interests/preferences of older people. Single-parent 
families. More creche and other facilities provided to meet 
the needs of this growing segment. 

Exam practice 

(a) Most organizations are concerned about the efficiency 
with which they carry out operations. The measures 
used may vary but the most important ones are cost, 
quality, speed, dependability and flexibility. Each of 
these can be broken down further, thus quality may be 
measured by 

• number of defects per unit 

• level of customer complaints 

• scrap levels 

• warranty claims 

Traditionally performance standards were set 
by using historical standards, target performance 
standards or absolute performance standards. 

Another approach though was developed by the 
Xerox corporation in 1979. This it called benchmarking. 
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It was described as ‘a process used by the 
manufacturing function to revitalize itself by comparing 
the features, assemblies and components of its 
products with those of competitors'. 

Since then benchmarking has been developed so that 

• it covers all functional areas of a business 

• it is widely used in service organizations 

• staff as well as experts may be involved in the 

benchmarking process 

• comparison is made with both competing and non¬ 
competing firms. 

The key to benchmarking is to identify the most 
important needs and preferences of customers (the 
order winning factors!). The firm then sets out to 
provide these requirements through benchmarking 
those organizations whose operations in these areas are 
superior. Thus British Rail reduced the time to clean its 
trains to eight minutes after studying British Airways' 
methods. Rover reduced the time it took to test 
products by 50% after benchmarking Honda. Similarly 
Rank Xerox benchmarked itself against the RAC and 
British Gas when trying to improve the way it answered 
telephone calls. 

(b) As part of its strategic analysis a firm will conduct 
a SWOT analysis. SWOT stands for strengths and 
weaknesses (the internal environment of the firm) 
and opportunities and threats (the firm’s external 
environment). The analysis of the external environment 
is meant to identify opportunities for the firm to exploit 
and threats to avoid or counter. The internal analysis is 
meant to identify the firm's strengths and weaknesses. 
Benchmarking, for example, enables the firm to 
undertake this process in an objective manner. 


Grade booster 


Strategic analysis provides a variety of information on the 
workings of the firm and the environment within which it 
operates. Such information is vital when deciding what responses 
are required. 

Nevertheless strategic analysis does not guarantee success. 
There are several reasons for this. Firstly, current information is 
being used to predict the future. However, unanticipated events 
may render the prediction incorrect. Secondly the environmental 
analysis may not reveal the information that is necessary to make 
a correct decision. Thirdly the strategists may not recognize the 
importance of certain information. 

Finally the effectiveness of strategic analysis may be limited 
as a result of the organization not having the resources necessary 
to undertake what has been identified as appropriate action. 

I : - ........ .. 


Strategic planning 


Checkpoint 

Contingency plans are sometimes referred to as 
'scenarios'. These are organizational plans to deal with 
factors outside the organization's control. Planners aim to 
offset the impact of these factors by forecasting worst case 
scenarios. Thus plans can be developed for situations 
such as 'what happens if transport and distribution costs 







rise by 50%?' Many small businesses fail to survive the 
death of the owner or founder simply because contingency 
plans haven't been made. 

Exam practice 

1 A good decision is one which achieves the desired 
result. But in practice we might find several alternatives 
that produce the end we want. So, for example, if we 
are faced with increasing competition and the need to 
maintain existing profit levels 'good' decisions might 
include 

• Changes in pricing or promotion strategy 

• Cost cutting and a more efficient way of using 
resources 

• Diversification into new products or markets 

It is difficult to know which will be successful. However, 
if a bad decision is taken there are several possible 
reasons. These include: 

• The mission and the objectives of the organization 
are not fully understood 

• The problem has not been fully analysed and 
therefore understood 

• Lack of time may limit the alternatives generated 
(or their analysis) 

• Insufficient information relating to the problem 
(or ignoring it) 

• The decision may be promoting self interest rather 
than that of the organization 

• The decision may be a compromise based on a 
group decision 

• Clinging to what has worked in the past 


Grade booster 


Make sure you can develop these points and give examples. 

_ 

2 This is a question which requires you to consider 
the importance of planning in the context of other 
management functions. 

Your introduction should identify the various 
management functions - planning, organization, 
direction and control - giving a brief explanation of 
each. 

The main body of your answer should explain the 
importance of each of these functions in contributing 
to the achievement of organizational objectives. In this 
sense all functions are equally important and contribute 
to the achievement of objectives. A failure in any area 
will lead to the failure of the desired objective. However 
you should draw the attention of the examiner to the 
primacy of planning in that if planning is wrong then 
the firm's objectives will never be achieved, however 
effective are the other functions involving organization, 
direction and control. 


Management of change 


Checkpoints 

1 BSE is an example of unforeseen change. Sudden loss 


of markets, especially export, meant fall in demand 
for beef and dairy products. This in turn led to a fall in 
prices, the need to cull cattle (both to reduce supply 
and to eradicate BSE), switches of production away 
from beef and dairy cattle to other activities (e.g. arable 
farming, etc.). 

2 Many possibilities here. EU Social Chapter adoption by 
UK of EU directives such as 'Working Time Directives' 
means that the working week must be reduced for 
many employees (e.g. 48 hours per week now the 
maximum). 

3 It is thought that change can be implemented most 
effectively where a change agent or 'champion of 
change' is appointed to oversee the programme. 

This champion may be a senior employee within 
the organization (often from the human resources 
department) or an external change agent may be 
hired. This person ensures that the programme is 
implemented in an orderly way and is not allowed 
to drift. The appointment of such a person shows 
employees the commitment of senior management to 
the process of change. The champion also acts as a 
focal point for the process and a leadership symbol. 

4 You will find that costs are incurred throughout the 
programme of change - planning, implementation, 
control and evaluation. 

The provision of adequate resources is vital to the 
success of any change programme. It is inconceivable 
that a change programme isn't going to require 
additional resources. The most obvious cost is 
the involvement of staff at different levels in the 
organization during the process. This involvement 
means that their efforts are diverted away from their 
normal jobs. 

Change will also require money, or resources, to 
be invested on items such as buying new technology, 
developing new management information systems or 
for the retraining of staff. 

Exam practice 

1 The three questions that should be asked when 
considering change are 

• Where are we now? This requires management to 
assess realistically and objectively the firm's current 
market, its position within it and the strengths and 
weaknesses of the organization. Using management 
models such as SWOT or PEST analysis is a good 
starting point, especially if this is done on a wide 
basis throughout the business. 

• Where do we want to be? This is a strategic question 
with a long timescale. Brainstorming techniques 
can be used to 'imagine the impossible' so that all 
alternatives are considered and not just those that 
are safe and obvious. Contingency planning and 
scenario analysis may play a part here. 

• How do we get there?This is often the hardest part 
as it involves implementing the change needed. 

The business needs to do a resource audit so that 
it knows what resources it has and to match these 
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Grade booster 


against the needs of the envisaged future position. 
Shortfalls have to be remedied by training, invest¬ 
ment, new work practices and recruitment. The 
implementation will be easier if the workforce has 
had some input into the decision-making process 
so that they have some 'ownership' of the planned 
developments. 

At all stages the business must monitor and review 
the changes and where necessary adapt. 

Take note _, 

The secret of successful change management is to adopt a logical 
approach to it. This involves planning, implementation, control 
and review. No change programme will be successful without 
recognizing the needs of the human resources involved and 
taking positive steps to include them within the decision-making 
process. 

2 The business environment is constantly changing as 
new technologies are developed, new competitors 
arrive on the scene and consumer tastes develop. 

Any business that stands still will soon find its sales 
being affected by new products or new suppliers. In 
recognition of this, firms must strive constantly to 
develop their products, their production techniques and 
the ways they sell and market their output. Change, 
therefore, is not a one-off occurrence but a mind-set 
that must be adopted as a way of doing business. The 
Japanese have encapsulated this with their kaizen 
approach, which seeks for infinitesimal improvements. 
The sum total of many small improvements can have a 
radical impact on the competitiveness of a business. 


Grade booster 


This type of question is ideal to demonstrate your understanding 
of business studies as an integrated subject. Recognizing that 
the environment is in constant flux and that firms must adapt will 
allow you to include comments on the impact of new technology, 
the importance of training and the need for research and 
development. The product life cycle can be referred to, in order to 
illustrate market change. Examples and case studies illustrations 
will help. 

v_y 

3 Business process re-engineering is a radical approach to 
changing a business. It attempts a complete reinvention 
of how work is carried out, involving everything from 
the type of machinery used to factory layout and 
employee requirement. It involves massive change 
in a short period of time. Kaizen, however, involves 
continuous improvement in small steps rather than 
one-off improvements. It is carried out on a daily basis 
with the full co-operation of the workforce. Many of 
these improvements, unlike the expensive overhauls 
associated with BPR, are relatively cheap to implement, 
as they are often simple shop floor practices. 

The major differences, therefore, involve the time 
span, the cost and the impact on the workforce. 


Beware of adopting a black and white approach to this type 
of question. It is easy to label one method as all wrong and 
another as all right. The truth is often somewhere in between 
It is, therefore, a good opportunity to demonstrate evaluation 
by making a considered judgement of the relative strengths and 
weaknesses of each approach. 

V.___> 


Organizational culture 


Checkpoint 

* You will find that the cultures are very different. In the 
army you will find a very formal organization. There is 
a good deal of ceremonial. An organization based on 
hierarchy and fairly rigid rules and regulations. Members 
are likely to be referred to by the rank they hold. Members 
are expected to follow orders, they are not, in normal 
circumstances, expected to raise concerns or voice 
criticisms nor is the level of freedom and independence 
high. The advertising agency is unlikely to be as formal 
and with little ceremonial. Whilst there is a hierarchy this 
will not be emphasized within the office. Precise objectives 
may be given but members are expected to be creative 
and use their initiative in the execution of their work. They 
would be encouraged to raise concerns and be critical of 
others' work. 

Exam practice 

Whilst you may want to change the organizational culture 
this is probably not a good idea. Summary dismissal 
may result in the firm being sued for unfair dismissal. 
Disciplinary procedures, which are viewed by the staff 
as heavy-handed or unfair, may result in an even more 
demotivated workforce and more absenteeism. You should 
also consider the way they have been managed before 
and whether this attitude was acceptable to previous 
managers. You should also note that what you have 
described are classic symptoms of poor motivation. It 
would be good to look behind those symptoms to find 
what the causes are - a poor reward system, boring jobs? 

As a manager you will be on firmer ground if you talk to 
the supervisors and staff to let them know your concerns and 
to explain how things are going to change. This would give 
staff time to change their behaviour. 


Government and business 


Checkpoints 

1 OFTEL, OFWAT, OFGAS, OFFER, etc. See the net linkage 
on page 62. 

2 Many possibilities here. 

Loan Guarantee Scheme Government guarantees 70% 
of each loan to companies trading for less than two 
years, and 85% to companies trading for over two 
years. 

Lower corporation tax for small firms (e.g. 20% instead 
of 30%). 
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Grade booster 


Enterprise Investment Scheme Offers income tax 
relief to those investing up to £150 000 a year in small, 
unquoted companies. 

Enterprise Initiative Grants provided for firms 
employing less than 25 people in the Development 
Areas. 

Exam practice 

1 A lower tax rate will help small businesses by 

• increasing the amount of profit available to the firm 
for future investment ('ploughed back profits') 

• acting as an incentive for entrepreneurs to start their 
own businesses 

• attracting outside investment 

• improving cash flow by reducing the outflow to 
government 

2 Nationalized industries were privatized in order to 


Watch out! 


These points apply only to businesses that are or are expected to 
be profitable. Don't assume that all businesses are profit makers. 

• make them more efficient and productive 

• make them more market-orientated 

• raise much needed capital for investment from the 
private sector 

• reduce the drain on public sector finances and to 
release funds for other spending priorities 

• reduce the monopoly power of the industries 

• allow the private sector to remedy the politically 
sensitive over-manning and low productivity problems 


Be ready to argue the case 'for and against' privatization. 


3 As an introduction briefly outline the health and safety 
legislation referred to in the question without going into 
too much detail. 

The body of the answer should reflect the relative 
costs and benefits, which should include the following 
Costs 

• the provision of safety equipment 

• the safe design of business premises 

• the provision of adequate training 

• the regular maintenance of all machinery and 
equipment 

• payment for regular inspections and certification of 
equipment 

Benefits 

• a safe working environment within which employees 
feel comfortable 

• reduced labour days lost to accidents 

• avoidance of litigation for negligence 

• lower insurance costs 

• a better public image as a caring employer 

• lower labour turnover 


Grade booster 


Health and safety is a two-edged sword. It has benefits as well 
as costs. Few candidates consider both sides of the argument and 

therefore fail to gain evaluation marks. 

V___ J 
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Revision checklist 

business objectives and strategies 


By the end of this chapter you should be able to: 


1 Identify and explain how businesses add value to resource 
inputs in order to satisfy consumer demand. 

Confident 

Not confident 

Revise page 42 

2 Demonstrate an understanding of primary, secondary and 
tertiary sectors of the economy. 

Confident 

Not confident 

Revise pages 42-43 

3 Understand the role that enterprise and entrepreneurs play in 
a modern economy. 

Confident 

Not confident 

Revise pages 44-45 

4 Identify the objectives of different stakeholders.* 

Confident 

Not confident 

Revise pages 46-47 

5 Comment on how firms deal with objectives that may conflict. 

Confident 

Not confident 

Revise page 47 

6 Analyse and discuss the significance of economies and 
diseconomies of scale. 

Confident 

Not confident 

Revise page 48 

7 Understand the reasons, methods and problems of business 
growth. V 

Confident 

Not confident 

Revise pages 48-49 

8 Demonstrate an understanding of different forms of business 
organization and discuss the reason for the choice of a 
particular form of ownership. 

Confident 

Not confident 

Revise pages 50-51 

9 Discuss the central nature and role of objectives at the 
corporate level. 

Confident 

Not confident 

Revise pages 52-53 

10 Discuss the need for and the significance of a constant review 
of the market and environmental circumstances. 

Confident 

Not confident 

Revise pages 54-55 

11 Analyse and discuss different methods of business analysis. 

Confident 

Not confident 

Revise pages 56-57 

12 Understand and be able to apply Porter’s two sector model. 

Confident 

Not confident 

Revise pages 56-57 

13 Demonstrate an understanding of the causes of change. 

Confident 

Not confident 

Revise page 58 

14 Assess the different approaches to the management of change. 

Confident 

Not confident 

Revise page 59 

15 Understand the characteristics that make up an organization’s 
culture. 

Confident 

Not confident 

Revise page 60 

16 Recognise the different types of business culture. 

Confident 

Not confident 

Revise page 61 

17 Assess the role that the government plays in trying to 
influence the economy. 

Confident 

Not confident 

Revise pages 62-63 
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Marketing 

Success in business today is very much dependent on an organization’s marketing 
activities. In today’s crowded market place an organization has to understand its 
customers’ requirements and satisfy them in a way that gives the organization a 
competitive edge over other firms in the same market. The firm has to offer the right 
mix of product, price, promotion and place to its customers. The marketer works in 
a rapidly changing environment; customers are not loyal, they modify their needs 
and wants constantly, competitors alter their strategies and the whole of the external 
environment is subject to change. 


Exam themes 

• Production, sales and marketing orientations. 

• The relationship between marketing and other functional departments. 

• The importance of marketing research. 

• The use of sampling and sales forecasting, together with the problems 
associated with each technique. 

• The link between corporate and marketing objectives. 

• The product life cycle, extension strategies and portfolio analysis. 

• Market segmentation, the benefits and limitations of niche marketing. 

• The importance of mass or global marketing. 

• The elements of the marketing mix and the importance of blending them. 

• The evaluation of plans for product development, pricing, promotion or 
distribution. 

• The uses and limitations of the concept of elasticity of demand. 


Topic checklist 
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Marketing objectives 


Check the net 

Lots of information on market issues 
including objectives can be found at 
www.brandrepublic.com 
www.marketingweek.co.uk 


Example 

The Concorde aircraft project is 
often used as an example of product 
orientation. 


Many factors help to determine the marketing 
objectives of a firm. Two important influences are the 
external environment in which the firm is operating 
and the situation within the company. 


Market orientation 


Businesses used to operate on the basis of ‘selling what they made’. The 
decision-making process started with tfie product and it was the marketing 
department’s job to persuade customers to buy this product. Such a firm 
is said to have a product orientation. Firms are more likely to be product 
orientated where 

-> there is high emphasis on technical quality or safety 
-* those in charge have a technical background 
-> there is little competition 


Don't forget 


The consumer is central to everything the 
firm does under market orientation. 


As the customer has become more discerning this approach has 
arguably failed. Today companies are faced increasingly with the situation 
that they must ‘make what they can sell’. Such a firm is said 
to have a market orientation. Firms are more likely to be market orientated 
where they 

*♦ undertake market research continuously 

-* develop products that the market wants and in the right quantities 
*♦ price the products at an acceptable level 
■* promote the products effectively to the target market 
-* distribute the products in ways that meet consumer needs 


Watch out! 


Marketing objectives should be precise, 
measurable and achievable. 

, _____ 7 


Marketing objectives 


You will find that marketing objectives are decided at the very highest 
level in the organization. They state where the company expects to be 
at a specific time in the future. The most important marketing objectives 
include the following. 



Can you provide examples of firms using 
market power in this way? 


To maintain or increase market share 

This implies that the firm’s sales will be a constant or rising proportion 
of the industry total. Being the leader or a large player in a market gives 
the firm a degree of market power. It might then be able to dictate pricing 
policy to smaller firms or to influence the price and quality of items 
provided by suppliers. Equally, it may be able to make cost savings as a 
result of growing in size. 


To improve profitability 

Improved profitability ensures shareholder satisfaction and helps to 
provide the funds for supporting new product development or entering 
new market segments. 

- -4 Example 

Various studies suggest that branded 
products can charge prices around 10% 
higher than unbranded products. 
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Checkpoint 2 


To enhance product image 

This is often identified as a way to protect sales and increase profit margins 
by strengthening consumer allegiance to the product. For example, 
consumers may be willing to pay a higher price for a product with a Make sure you are able to distinguish 

positive image. j between a marketing objective, a 

marketing strategy and a marketing plan. 

To target a new market 

Once a firm has achieved a high market share it is often difficult and 
extremely costly to increase that share. Moreover, being in a too dominant 
position in one market may result in the unwelcome interest of the 
competition authorities. In these circumstances it is logical to identify 
other market opportunities for the product. 


Constraints on achieving marketing objectives 


The environment 

Environmental factors can be broadly defined to include political, 
economic, social or technological (PEST) factors and may act as a 
constraint on the achievement of marketing objectives. For example, 
the desired level of sales or profitability may not be achieved when 
the level of economic activity is less than predicted. Equally, the 
introduction of a new product may not be successful as a result of 
consumer resistance. Finally, there is considerable legislation that 
protects the consumer and prevents the unscrupulous firm from making 
extravagant or false claims about its products and prices. 


Take note 1_ 

j PEST analysis is a useful way for a 
: firm to try to identify the environmental 
factors. 


I Action point _ 

Look for company results in any 
newspaper's business section. 

, Environmental factors are often blamed 
for a firm's failure to achieve its 
objectives! | 


The internal organization 

Marketing objectives may not be achieved because of difficulties within the 
firm. For example, sales levels may not be achieved as a result of problems 
with the production line or the supply of raw materials. Equally, problems 
in raising the necessary finance or finding the right R&D staff may prevent 
a new product being launched on time. 

The marketing budget 

Task based costing is the most effective method of determining the 
marketing budget. This is because it identifies the marketing activities 
necessary to achieve marketing objectives. These activities, when costed 
out, become the basis for the marketing budget. In practice many other, 
less accurate, methods may be used and in many cases the marketing 
department will be left with an inadequate budget. 


Example 

: In 1999 Marks and Spencer blamed 
internal wrangling as one reason for not 
; achieving the predicted levels of turnover 
and profits. 



Suggest some other ways of setting such 
a budget. 


Exam practice 


1 Enhancing corporate image is often seen as a marketing objective. What 
benefits does a firm gain from trying to improve its corporate image? 

(20 min) 


2 (a) Explain the term marketing budget. (5 min) 

(b) Assess the benefits and problems which may arise from the use of 
marketing budgets within a firm. (15 min) 


3 Many firms now have the marketing objective of increasing sales through 
the use of eCommerce. Discuss the reasons for this trend. (5 min) 


Grade booster 


Candidates regurgitating large chunks 
of data in response to stimulus material 
fail to gain many marks. For high marks 
you are required to analyze and interpret 
the data. 

v_ 
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Defining the market 


Check the net 

Sources of information on the market 
include 

www.keynote.co.uk 

www.euromonitor.com 


How have football clubs defined their 
market and what related activities would 
this allow them to enter into? 


.............f The jargon 

Moving into related market areas is often 
described as lateral integration. 


Don't forget 

: The growth of eCommerce means that the 
potential market is far wider than it used 
to be - even for the smallest of firms! 


We have noted the importance of the successful firm 
being market-orientated (page 74). In practice this 
means that through market research the firm has 
made considerable efforts to understand and define 
the nature of the market it is in. 



Defining the market 

Most organizations would accept that they have core competencies in 
a specific market area and in normal circumstances would only want 
to diversify into related market areas. However, defining the market 
is more difficult than is often realized. Let us take a firm that brews 
beer and runs pubs. Such a firm could define its market as being the 
hospitality industry or the leisure industry. In each case the related 
activities the firm might want to enter into are different. 

Market size and trend 

Market size is obtained by adding together the sales of all firms in the 
market. It can be measured in money terms or volume terms (the number 
of units sold). This market may be local, regional, national or international. 
Market size is important because it allows individual firms to calculate 
their own market share and also acts as a base for determining trends. 

There is very little that a firm can do to influence market trends. 
However by understanding the causes of the trends, the firm may be able 
to make better marketing decisions. 




Can you think how this relates to income 
elasticity of demand ? 


Take note 

An understanding of these social 
changes and changes in taste may 
enable a firm to anticipate market 
trends by developing new products and 
services. 


The jargon 

A brand manager is responsible for the 
success of the product. 


-* Position in business cycle, e.g. from past experience firms know that 
when the economy is in recession the demand for ‘meals out’ will 
fall and consumers will demand cheaper holidays. 

-* Social changes, e.g. the growth in the number of ‘single’ family units 
has resulted in above average growth for one bedroom homes and 
apartments and ‘singles’ holidays. 

■4 Changes in taste, e.g. when designer jeans were in fashion people not 
only bought more (volume) but were prepared to pay more (value). 

Market share 

For many firms market share is the most important marketing 
objective. It measures the success of a firm’s marketing strategy against 
that of its competitors. 

Where a firm is a market leader, its competitive advantage is likely to be 
one of 


••••'••• 

product superiority 

-4 low production costs 


branding 

patents 

-4 

aggressive marketing 

■*# better knowledge of market 


This competitive advantage will be used by the market leader as part of 
its strategy to defend or improve its market position. 
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Grade booster 


Challengers to the market leader will try to gain competitive advantage 
ewer that firm through strategies such as 


product innovation -4 quality improvements 

-* price discounts *4 aggressive promotion 

4 new production or distribution techniques 



The decisions and actions of consumers in purchasing and using products 
is termed buyer behaviour. It is important for firms to analyse consumer 
buying behaviour in order to discover the main influences underlying what, 
why, where, when and how consumers buy. This is sometimes not as easy 
as you might imagine. For example, why do people buy toothpaste? There 
are three obvious possibilities: to make their breath fresh, to clean their 
teeth or to give whiter teeth. A marketing-orientated firm will want to know 
this information so that it can provide for customer needs more effectively. 
It also helps in the formulation of successful marketing strategies. The 
information not only ensures more satisfied customers but enables firms to 
compete more effectively in the market place. 



As with consumer markets, success in industrial markets is a result of 
understanding the needs of the buyer. However, there are significant 
differences between consumer and industrial markets which impact upon 
marketing strategies. In industrial markets 

-> many products are ‘custom-built’ 

*♦ the buyer is better informed about the product 

the buyer usually acts more rationally, basing the purchase decision 
on quality, service, delivery and price 
*♦ many products are sold direct rather than through intermediaries 
•* the decision to buy is often taken by persons other than those seen 
by the sales force 

-+ the number of potential customers is much smaller 
-> the average order is much larger 


Good answers will recognize the 
changing nature of markets, and that 
firms must continually assess these 
changes. 

v_y 


i 


' *'V 


A housewife buys a ready-to-cook meal 
for her family. What motives might she 
have for this purchase, and how could a 
marketer use that information? 



You should be aware that the internet is 
now changing many consumers' buying 
behaviour. What benefits does the 
shopper obtain from buying online? 


The jargon 

An industrial market exists where a 
business sells to another business. 


Watch out! 


Sole sourcing is becoming more popular, 
i.e. where a firm purchases all its 
requirements from one supplier. 

V...-_ 



1 Noreen Hussain has just completed a Higher National Diploma in 
Catering. She has returned to her home town and believes there is a gap 
in the market for an ‘Indian takeaway'. What information could market 
research provide which would help her come to a decision about whether 
or not to start this new business? (20 min) 

2 Construct a market map (based on price and quality) for national 
supermarket groups. 

(a) Explain what it shows. 

(b) Explain how it might be used. (30 min) 


Grade booster 


Candidates are frequently criticized for 
failing to 'contextualize their answers'. 
Make sure the market research referred 
to is applied to the catering industry 
and, more especially, to an 'Indian 
takeaway'. 

V__/ 












Segmentation and 

target marketing 


_ Check the net 

Interesting material on segmentation 
strategies can be obtained from 
www.marketingweek.co.uk 


___j Example 

If blonde and brunette women react 
similarly to a marketing mix for fashion 
shoes they are not separate segments. 


A market is made up of many different buyers. 
These buyers often differ in several ways. Market 
segmentation is the process by which the total market 
is broken down into smaller segments with different 
characteristics and needs. 



Whilst there are many ways to segment a market, not all will be successful. 
For a market segment to be of use it must be: 


■4 Measurable - we need to be able to measure the size and purchasing 
power of the segment 

*4 Accessible - the marketer needs to know how to reach this segment 
for advertising and distribution purposes 

4 Substantial - some segments may be too small to be profitably 
served 

*4 Different - the segments should respond differently to the firm’s 
marketing mix 


In practice there are many different ways of segmenting a market. 

Geographic segmentation - occurs when a market is divided up 
into regions of the world, countries or even cities and towns. Equally 
population density or climate may be possibilities for segmentation. 

Demographic segmentation - these are the most popular ways of 
segmenting a consumer market. This is because usage rates for different 
products are often closely related to demographic variables. It includes 
segmentation by 


Watch out! 


Make sure you can outline the segmentation 
stages in the family life cycle. 

V ___/ 


Checkpoint 1 


In what ways might a toothpaste 
manufacturer use benefit segmentation to 
classify buyers? 


Grade booster 


Where firms have 'limited' resources it is 
crucial that they target their customers 
as accurately as possible. 

V___ J 


-4 

age 

-4 gender 

*4 

income 


occupation 

-4 religion 


race 


education 

-4 generation 

xasjfc 

family size 


Psychographic segmentation - people in a particular demographic group 
may have very different spending patterns based on their social class, 
lifestyle or personality. 

Behavioural segmentation - occurs when buyers are put into groups based 
upon their attitude, response to or use of a product. It includes classifying 
buyers according to the benefits they obtain from using a product. 



Having identified the key target markets the marketer now has to decide 
which markets to target. The decision focuses on three issues. Of these 
the size and potential growth of the segment is the most important. 
However, the level of competition must also be taken into account. Thus 
smaller segments may become more attractive because there are already 
established firms in the bigger segment. Finally the firm must consider its 
own resources. It may not have the resources to tackle some of the bigger 
segments. 


78 











Forms of target marketing 

Undifferentiated marketing - is an approach which ignores the differences 
between segments and produces one product for the whole market with 
a single marketing strategy. This approach rarely works because it is 
difficult to produce a product that satisfies the needs of all customers. 

Thus McDonalds adopts different prices in different countries (reflecting 
differences in purchasing power). It also has had to adapt its product 
offerings to take account of different tastes and culture (e.g. beef is not 
eaten in some countries). 

Differentiated marketing - is a segmentation strategy where the product 
is aimed at two or more segments in the market. The firm develops distinct 
products/services with different marketing mixes. Firms expect to build 
greater loyalty and repeat business by meeting the specific needs of 
these segments. The firm may be selling virtually the same product to the 
different segments but the promotion methods and the image projected 
will change. Thus many airlines will offer seats on the same aircraft in the 
first class, business class and economy class compartments. Many have 
now also set up ‘budget’ airline subsidiaries. The major disadvantage of 
differentiated markets lies in the extra costs incurred in marketing and 
production. These include: 

*♦ Product design and development costs 
*♦ Market planning and promotion costs 

Concentrated marketing (niche marketing) - arises where a firm targets 
a small section of a large market. You should be aware that not all firms 
concentrating on these segments are small. Rolls-Royce cars and Harrods 
are both selling into a niche market! Both are relatively large firms and 
both very profitable. Such firms hope to build a strong market position as a 
result of their specialist knowledge of that market and their reputation. 

Niche marketing is, however, particularly attractive to small firms. It 
allows them to focus scarce resources on one segment where there is not 
too much competition. Many small firms gain expertise in a niche market 
but then expand into other segments when resources are available. The 
major disadvantage of niche marketing is that you have ‘all your eggs in 
one basket’! 


Checkpoint 2 


Does Coca-Cola have an undifferentiated 
marketing strategy? 


Don't forget }. .. 

Mass marketers may also have problems 
competing against rivals who target 
specific segments. 


Watch out! 


Differentiated marketing may also 
result in economies of scale being lost. 

The firm will find it more expensive to 
produce 25 units of four products rather 
than 100 units of one product! Over 
a period of 20 years Coca-Cola saved 
$90m on production cost of commercials 
through global marketing! 

v---y 



Can you explain why mass customization 
is a threat to niche marketing? 


fixarn practice 


answer: page 


How might the market for shoes be segmented? (15 min) 









Market research 


Market research is the collection, collation and analysis 

_ of data relating to the purchasing habits, lifestyle, 

-4_ Take note consumption and attitudes of current and potential 

The results of market research aid the C U StO ITI e TS. 

marketing and production decision- 
making process. 

Markets are constantly changing. As a result there is a regular need for 
market information for the following reasons 



Watch out! 


The failure of new product launches 
is closely related to a lack of market 
research and market testing! 


-4 sales prediction - data is needed about future buying patterns in 
order to determine output levels and to design new products and 
services 

•4 market analysis - to determine the extent of the market, who the 
actual customers are, who the potential customers are and what 
factors influence consumer buying habits 
•4 new opportunities - exploring the market either to test newly designed 
products or to identify new wants and desires among the customers 

Market research aims to reduce the uncertainty about the launch of 
new products or the development of existing ones. 


__. _4 The jargon 

Primary research is also referred to as 
field research. 



This is the process of gathering original data directly from the target 
market. This data does not already exist and as such should provide, 
if correctly designed and collected, a new insight into the market. This 
alone could provide the business with a marketing advantage over its 
competitors. Various methods can be used to collect primary data. 


Grade booster 


Make sure you can identify the strengths 
and weaknesses of each method. 
Examples will also help. 


Watch out! 


The Sinclair C5 car and Coca-Cola's 
'New coke' formula were extensively 
researched with favourable test results 
but they were both flops when launched. 


The jargon 

Secondary research is also referred to as 
desk research. 


■4 Personal interviews - face-to-face interviews using either structured 
questions in a predetermined order or open questions to obtain 
detailed responses. Expensive and time consuming. 

■4 Telephone interviews - cheap to conduct and easy to cover a wide 
geographical area. May be biased towards higher income groups 
who own a phone. 

■4 Postal surveys - cheap to conduct but suffer from poor response 
rates (often well below 10%). 

■4 Direct observation - looking at how customers behave in sjiops or 
how they react to certain displays. 

•4 Test marketing - selling a product in a restricted area and assessing 
market reaction before launching on a wider geographical basis. 



This involves the unearthing of data that already exists. It is available from 
either within the business or from outside agencies. 


Internal 

-4 sales figures 

•4 previous market reports and analysis 
•4 stock movements 

■4 sales representatives’ reports from customers 


















External 


-# Government publications - such as Social Trends, Economic Trends, 
Census of Population and Annual Abstract of Statistics, published by 
the Office of National Statistics. 

-* Trade associations - information/data from organizations set up to 
represent the interests of, and to lobby on behalf of, all companies 
within an industry. 

■4 Trade journals/magazines - produced for all the major trades, e.g. 
The Grocer. 

■4 Commercial data specialists - organizations that collect and publish 
data on a fee basis, e.g. Dun and Bradstreet, Mintel, the Economist 
Intelligence Unit. 



Many of the above methods will use questionnaires as the basis of their 
■formation gathering. These must be carefully designed and tested in 
order to eliminate bias and ambiguity. They can consist of 


•4 closed questions - which allow only a limited response, often from a 
predetermined list of alternatives 

•4 open questions - which allow a more detailed response and therefore 
investigation of the interviewees’ attitudes 

For the questionnaire to be effective it must 

•4 have clear, unambiguous questions 

•4 not rely on calculations or on the subject’s memory 

*♦ be easy to understand and avoid jargon 

*♦ not contain leading questions that suggest a particular answer or 
opinion 

•4 be reasonably short 

■4 be easy to complete and tabulate 

Of course the process must be conducted in a polite manner. 



In order to obtain a full picture of the market it would be necessary to 
ask all of the customers (known as the population). As this is extremely 
expensive only a small number are asked (a sample). This introduces a 
measure of uncertainty into the validity of the findings. This is further 
compounded by the unpredictability of human nature. 


Check the net 


7>S 


A useful starting point is www.globalweb. 
co.uk or try 

The Market Research Society at www. 
marketresearch.org.uk 


Don't forget ]_ .. . 

The reasons for market research can be 
remembered as DEER 
Describe the market 
Explain consumer behaviour 
Explore reactions to new products 
Predict future changes 


Links J__:_ 

For more on sampling, see page 82. 


Test yourself .. 

Use the information on these pages to , 
draw up a table with five benefits and 
five drawbacks of market research. Write 
a paragraph balancing the argument for 
increased spending on market research. 
Doing this will demonstrate the skill of 
evaluation. 



1 What are the advantages and disadvantages of field and desk 
research? (20 min) 


2 Outline three ways in which market research data might be 
inaccurate. (20 min) 

3 Distinguish between qualitative and quantitative research. (10 min) 


Grade booster 


Always compare the costs of gathering 
more data with the benefits from using 
it. The extra expense might not lead to 
any further insights than those obtained 
from a small sample. 

_*_ J 
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Sampling and sales 

forecasting 


Market research can involve data which is eithe 
qualitative or quantitative. As it is extremely expensivi 
to ask the entire population of a market, only a sampli 
is chosen. This sample data can then be used t< 
forecast likely demand. 


The jargon 

Qualitative data is drawn from a small 
group of consumers using detailed 
discussion to obtain opinions and 
attitudes of consumers. I 


Example 

A group discussion about eating Haagen 
Dazs ice cream revealed sensuality about 
the experience, which the company then 
used to great effect in its advertising. 


----The jargon 

Quantitative data is drawn from a 
large number of respondents providing 
numerical information about products 
such as the number purchased per month. 


Grade booster 


Try to be familiar with the strengths and 
weaknesses of each method. Examples 
will also help. 



This is research into the motivations that lie behind consumer attitudes 
and behaviour. Psychologists may conduct these sessions in a relaxed 
environment'and often without pre-set questions. The objective is to 
explore the emotion behind purchases rather than the logic behind them. 
This type of analysis often discovers unexpected influences that can be 
used to gain a competitive advantage. The main forms of this type of 
research are group discussions or in-depth interviews. 



This type of research relies on asking a small sample of the target market. 
The main problem is to identify the best sampling method and the 
appropriate sample size. 


Sampling method 

One of the following types will usually be selected 

Random sampling — selecting respondents to ensure that everyone in 
the population has an equal chance of being chosen. This is difficult 
to do in practice. To avoid any bias, names are often chosen from 
the electoral register and interviewees are contacted at home. This is 
obviously an expensive method. 

Quota sampling - to overcome the expense of random sampling, 
businesses often resort to selecting respondents in proportion to the 
consumer profile within the target market. 

*♦ Cluster sampling - respondents are drawn from a small geographical 
area chosen to represent a particular aspect of the target market. 
Often used for sampling political opinion. 

Stratified sampling - involves interviewing only those respondents 
with a particular characteristic, for example those within ascertain age; 
range, such as teenagers. Within this stratum individuals are usually 
selected randomly or by quota. 


Don't forget 

Asking all of the target market would give 
100% confidence in the survey result. 

Most samples give a 95% confidence 
level meaning that statistically the result . 
obtained will be correct 19 times out of 
20. For most uses this is an acceptable 
: degree of risk when balanced against the 
cost of asking more people. 


Sampling size 

One of the major problems in sampling is to determine the number 
of respondents to ask. Asking only a few (five or ten) might result in 
a biased opinion, as there is the possibility of chance variations. 

The researcher would not have any ‘confidence’ that the sample 
represented the views of the population. Many surveys ask approximately 
100 people, a sample size which gives the researcher enough confidence 
in clear-cut results such as 60/40% splits. Only with larger samples can the 
results be statistically significant for marginal differences of opinion. The 
problem with larger samples, e.g. 1 000 people, is one of cost. 
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fcsinesses are very keen to know about what might happen in the future. 

A number of techniques exist to help estimate future events, such as likely 
sales levels, but these must be treated with great care. 

Qualitative techniques 

The Delphi technique is a form of subjective long-range method that relies 
■n a panel of experts achieving a consensus of opinion. It is generally used 
•here no historical data is available. 

Quantitative techniques 

-* Extrapolation - simply plotting known data such as sales figures on 
a graph and extending a line through the points into the future. This 
method assumes that the past is a good guide to the future, which is 
not always the case. 

*♦ Time series analysis - a more scientific method is to use moving 
averages to compute the trend, which is the underlying movement 
in the data. This can be plotted on a graph and a line of best 
fit extrapolated into the future. Unfortunately the trend data is 
distorted over a year by seasonal variations. These can also be 
calculated by finding the average difference between the trend data 
and the actual data for each of the given periods. 

■4 Index numbers - these provide a convenient way of showing change 
in a set of data over a period of time. A typical year is chosen as the 
base year and the data for that year is given a value of 100. All the 
rest of the data is altered relative to this value (see example below). 
The sales value £250 m for 1998 has been given the index number 
100 and the remaining sales data altered accordingly. It is now easier 
to see that sales have increased by 20% from 1998 to 1999 and 60% 
from 1998 to 2000. The average annual increase is 30% on the base 
period value. This annual increase could be used to predict the sales 
value for 2001 as being approximately £475 m. 


Example 

The Delphi technique was used by 
electronics companies to predict the 
demand for luxury consumer goods in 
the newly emerging markets of Eastern 
Europe. 


Watch out! 


Over a number of years there may be 
also a 'cycle' of highs and lows which 
is often caused by the cyclical effect of 
changes in general economic activity 
associated with booms and slumps. 

V_;_ ... ... J 


Take note 

; The seasonal variation can be used to 
; adjust any future estimate for the likely 
i seasonal effect, giving a more realistic 
forecast for the period concerned. 


Year 

Sales £m 

Index No 

1998 

250 

100 

1999 

300 

120 

2000 

400 

160 


1 Why might a business want to predict the future? (15 min) 

2 Explain how you would choose the number of periods in a moving 
average in order to identify the underlying trend. (15 min) 

3 Identify three possible sources of bias in primary market research. (15 
min) 


Grade booster 


Evaluation can be shown by weighing 
up the validity of sampling. Be sceptical 
about any prediction that is more than 
six months into the future. Make sure 
to question the source of data and 
predictions from it. 









Product 


The term is used to cover not only goods but also 
services. Indeed, even pop stars can be 'products' in 
that we can buy their CDs and go to their shows. Here 
we look at how the marketer plans the portfolio of 
products to ensure the continued success of the firm. 



Draw a diagram to represent the product 
life cycle. 


Watch out! 


Although most products have a life 
cycle it is likely to be different for every 
product. 


Example 

An example of problems of new product 
' development was when Ford replaced the 
j very successful Cortina with the Sierra. It | 
took Ford over five years to re-establish 
leadership in that market segment. 



This is an extremely important concept which suggests that all products 
brought to the market follow a life cycle, with four stages. 


•4 Introduction This is the stage when the product is relatively 

unknown and when sales are low, outlets few and losses often made. 

4 Growth During this stage of rapid growth the first signs of 

competition emerge. The search begins for product modifications and 
other ways to extend the life of the product and also new products to 
eventually replace this one. 

-4 Maturity The majority of sales are repeat orders rather than 
first time purchases. Although prices may be reduced because 
of competition, economies of scale resulting from high volume 
production help to keep costs low and profits high. The firm may 
be looking to sell the product into other markets and to introduce 
product modifications in this stage. 

-4 Decline As sales decline costs are cut wherever possible (e.g. less 
promotion) in order to reduce prices. The product will normally be 
withdrawn when it moves into a loss-making situation. 


--- 

Many successful products have 'unique 
selling propositions' or USPs. Can you 
explain this term? 


“The most successful 
new product 
development typically 
revolves around the 
revitalization of 
existing products.” 

Mercer 


Example 

t 

In America it is estimated that one in 
three new products is a failure or near 
failure. 



The aim is to prolong the life of a product by extending the maturity stage. 
This is often a far safer option than introducing a new product to the 
market. 


Extension strategies include 

-4 finding new markets for existing products 

-4 finding new uses for the product 

■4 developing the number of products in the product line 

■4 modifying the product (changes to features, quality, style, image) 



It is often difficult to distinguish between product modification and new 
product development. It is estimated that less than 10% of profits come from 
major innovations, involving entirely new products. 

The diagram illustrates the process of new product development. Of the 
100 new product ideas only two make it to the market place. Most ideas 
will not even pass the screening stage. This is because costs begin to rise 
significantly after this stage. New products may fail because of 


product inferiority =4 unrealistic demand forecasts 

•4 inadequate promotional budget *4 consumer resistance 
*4 technical problems *4 poor timing 








100 new product ideas 


i 20 pass screening 


2 successful 
products 


Check the net \ _ 

interesting information on product 
; launches, modifications, etc. can be 
t found at www.marketingweek.co.uk 


8 pass prototype 
development 

| 4 pass test 

marketing 


Action point 


Whatever element of the marketing mix 
you are discussing, make sure you can 
give examples of how it may change 
through the product life cycle. 



product portfolio in terms of sales growth and market share. There are four 
segments. 

-* Question marks Products where the market growth rate is high but 
the market share is low. Firms will invest large amounts of money in 
these products hoping they become stars/cash cows. 

*♦ Stars These products have a high market share in a fast growing 
market. However the cash needed for development and promotion 
means that these products may do little more than break even. 

-+ Cash cows These products have a high market share in a low growth 
market. As market growth has slowed down, development and promo¬ 
tion costs are low, so these products are highly profitable. 

Dogs Both market share and growth rate are low. 

11 o~ 

_ Stars Question marks 


The jargon 


The product matrix is sometimes called 
the Boston Matrix after the Boston 
Consulting Group in the USA which 
developed this approach. 


MmHese 

?f r"-" $-} 


Give an example of a product in each of 
these segments. 


Example 


u Tl/ 

Cash cows 0 Dogs 

Q 

High Market share Low 


Desired movement 
of product line 


Cash flows 


The diagram shows a balanced portfolio. 

It is hoped that today's question marks 
become tomorrows stars and cash cows. 
The investment needed for these products 
is provided by today's cash cows. 


ampraqti^., f 


jH* 


In the 1990s certain confectionery producers decided to develop ice cream 
brands based on their best selling products. 

(a) For what reasons might the manufacturer develop the product in this 
way? (15 min) 


Not all 'question marks' become 'stars' 
and cash cows'! 


If you have a choice of questions spend 
some time making your choice. Do your 
best questions first, so that you build up 
confidence for the harder questions to 
follow. 


(b) Suggest reasons why this strategy was successful. (15 min) 
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Price 


_ _| Don't forget 

Under perfect competition firms are price 
’ takers and so have no control over market 
; price. 



Watch out! 


... .......I : . Don't forget 

Other firms, wishing to avoid a price war, j 
: may be 'price takers’ following the lead of 
the dominant firm. 



Watch out! 


market 


Example 

Demand for perfumes has been known to ; 

: rise when prices have been increased! 



Give three examples of discriminatory 
pricing. Identify the barriers which allow 
such pricing to take place. 


In a perfectly competitive market the marketer's ability 
to exploit the 'price' element of the marketing mix 
would be very limited. In practice, markets are less 
than perfect so the organization has some discretion 
over the price it charges. 



This is the time when the firm is most free to determine the price of its 
product as consumers do not have other prices as a comparison. Once a 
price has beeri set, consumers have a reference point and it is very difficult 
to make substantial changes later. Two approaches to new product pricing 
have evolved. 

Skimming 

This is an approach where the price is initially set high to ‘skim’ as much 
revenue and profit out of the product as possible. It is most appropriate 
for products which have a monopoly with no competition having emerged. 
Prices will later be lowered as the competition develops. The lower profit 
margin from a reduced price may be partly offset by the economies of 
larger-scale production reducing average costs. 

Penetration 

A low price is set so as to reach as large a market as is possible in a short 
period of time. It is often used where products are price sensitive or when 
a firm wishes to discourage competitors from entering the market. In the 
longer term the firm may hope that market domination will ensure greater 
control over prices. 



There are three major ways in which price can be determined. 


Cost-orientated pricing 

Under the mark-up method the average cost per unit is calculated, on 
which a mark-up for profit is added. Alternatively, target return pricing 
involves calculating a selling price which yields a particular return on the 
capital employed in the activity. 

Demand-orientated pricing 

Many retailers adopt psychological pricing. Goods will be charged at &199 
rather than S200 as consumers will tend to band it in the SI00 to S200 price 
range. Consumers also use price as an indication of quality. Manufacturers 
of ‘luxury’ products such as perfumes may, therefore, set prices far in 
excess of their cost. 

With discriminatory pricing different prices are charged for the same 
product. For discriminatory pricing to work the total market must be 
segmentable, some segments being willing to pay a higher price than 
others and the higher-priced segments being unable to obtain the ‘product 
at the lower price. 
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Competition-orientated pricing 

Sere the prices charged by the competitors are the major influence on the 
inn's pricing strategy. 

In ‘follow my leader’ pricing, the dominant firm in the market sets the 
market price which other firms will subsequently adopt. The logic is that to 
«k> otherwise might start a price war (and these follower firms doubt their 
ability to survive). 

In ‘destroyer’ pricing one firm sets a price which is designed to drive 
the other firms out of the market. In the short term this may benefit the 
consumer but in the longer term the reduced competition may result in 
ragher prices. 

In the building, construction and engineering industry ‘tendering’ for 
a contract is often used. Here, sealed bids for a contract are submitted by 
interested parties. The contract is awarded to the lowest bidder. 



Some products are far more sensitive to price changes than others. The 
price elasticity of demand (PED) is a measure of this sensitivity. 


% change in quantity demanded of product 
% change in price of product 


Don't forget 

Competition based pricing is likely to 
occur where there is 
■4 a product difficult to differentiate 
-* a mature market 
•4 spare capacity 

•4 an oligopolistic market structure 


Don't forget 

It is estimated that over 60% of products are 
; priced psychologically, with the price ending i 
just below a round number, e.g. £9.99. This 
puts the product in the price range of, say, 

£5 to £10, rather than £10 to £20. 



What factors might make the demand for 
a product more price sensitivel 


Where PED is greater than 1 we say that demand is price elastic. So if 
a supermarket faced with a PED of 2 were to reduce prices by 5% it could 
expect sales to expand by 10% (5% x 2). 

Conversely, where the PED is less than 1 then demand is price inelastic. 
So if a cigarette manufacturer faced with a PED of 0.4 were to raise prices 
by 10% it could expect sales to contract by 4% (10% x 0.4). 

We can summarize the impact of PED upon a firm as follows 


Price change 

Type of elasticity 

Impact on total revenue 

increase 

elastic demand 

falls 


inelastic demand 

rises 

decrease 

elastic demand 

rises 


inelastic demand 

falls 


Thus a firm wishing to raise prices may be constrained by the fact that 
with a price elastic demand curve any price increase is going to result in a 
fall in total revenue. 

The degree of price sensitivity will depend on 


Check the net j... 

■ The Business Owners Toolkit has a 
section on pricing and elasticity 
www.toolkit.com 


Links . ' ..... 

To refresh your memory on supply and 
demand analysis see pages 10-11. 


■4 uniqueness, status or prestige of the product 
*4 consumer awareness of substitutes 
■4 ratio of expenditure to total income 
■4 whether the product is habit forming 


Test yourself 

Give examples of products with different 
price sensitivities. 



1 An economist would tell us that supply and demand determine price, 
however firms employ numerous strategies when determining price. 
How do you account for this apparent contradiction? (30 min) 


2 Discuss the extent to which a firm's price elasticity of demand can be 
calculated with accuracy. (20 min) 


Grade booster 


The examiner is looking for answers 
which express points concisely. Try 
to be familiar with the idea of price 
elasticity of demand and its links to total 
revenue of the firm. 
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Promotion 


_ Check the net 

' The Advertising Standards Authority 
i provides information on non-broadcast 
advertising'complaints at www.asa.org.uk 


Promotion is necessary to make consumers aware of 
what a firm has to offer. The old saying 'build a better 
mousetrap and the world will beat a path to your door' 
has a flaw. If the world doesn't find out about your 
new improved mousetrap no one will be beating a 
path to your door. 



Sponsorship and direct mail are also 
considered to be promotional tools. 
Give examples of when these are used. 



Personal selling 

This is person-to-person contact between buyer and seller. Whether over 
the phone or face-to-face, personal selling is the most flexible means of 
delivering a promotional message. It is used extensively in business-to- 
business marketing. It is also used in consumer sales where technical 
information has to be understood by the purchaser. As a method of 
promotion it is very effective but also very expensive. 


Don't forget 

Informative advertising is particularly 
important when new products are brought 
to the market or products are very 
technical. 


_____ ( 

See the work on price elasticity of 
demand, page 87. 


Links 


Don't forget 


Advertising can also be criticized because 
it raises costs, can be misleading or may 
be used as a barrier to new firms entering 
i the industry. 


Advertising 

The ability to communicate to a large number of people at once is the 
major benefit of advertising. Whilst advertising is cost effective in reaching 
a targeted large group of people, it is non-personal and does not allow 
discussion or feedback. 

Advertising may be informative, persuasive or institutional. Most 
advertisements are informative, providing some information about 
the product. Nevertheless, the majority of advertising, particularly in 
mature markets, is going to be persuasive. Persuasive advertising aims to 
create an element of brand loyalty for consumer goods, particularly 
in mature markets where there is spare capacity in the industry. An 
economist would say that the aim of the firm is to make the firm’s demand 
curve less price elastic than before. 

Institutional advertising aims to improve the standing of the firm in the 
community rather than to sell a particular product. The aim is to persuade 
different groups of people that this is a firm they wish to be associated 
with. Nevertheless the message, although not primarily directed at them, 
may influence consumers. 

Advertising benefits include 

-> firm gains through economies of scale 

•4 encourages competition 

^ public informed of new/improved products 

■4 high sales result in greater employee security and investor 

confidence 


Watch out! 


The emphasis here will be to promote 
positive items about the firm and play 

down negative material. 

\ ____ 


Publicity and public relations 

Both of these are similar to advertising in that the aim is to deliver a 
message - often using the same mass media. However the information 
provided for the media is believed, by the firm, to be newsworthy and 
therefore likely to be transmitted free. Often the precise nature of the 
message will be determined by a third party (e.g. a journalist). 
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Sales promotion 

This is a short-term activity designed to achieve 

-> trial purchases -* extra volume 

repeat business point of sale impact 

Sales promotion is widely used in both the consumer and industrial 
markets. Despite there being little evidence of firms gaining any long-term 
benefit from sales promotion, more money is now spent on promotion than 
on advertising. There are a wide variety of sales promotion techniques 
available. 



Draw up a list of sales promotion 
techniques. 



Where an organization combines several different promotion methods to 
promote a product, the combination used constitutes the promotional mix 
for that product. For some products all methods may be used, for others 
it may be just two or three. The promotional mix may vary over time as 
the marketer changes the promotional objectives. Whatever the nature 
of the promotional mix, marketers must ensure that the elements of the 
mix are integrated and promote the same message. The phrase integrated 
marketing communications is sometimes used to emphasize this point. 


Watch out! 


For many organizations though there will 

be one dominant promotional method. 

^--—.._. -.y 


Push and pull policies 

In planning a promotional mix the marketer should also consider whether 
to use a push or pull strategy. 

A push strategy would emphasize personal selling and advertising by 
each channel of distribution. A product manufacturer, for example, may 
offer wholesalers and retailers strong incentives to ‘push’ the product. 
Given the incentives offered it will be to the benefit of wholesalers to 
promote the product strongly to the retailers, and to 
the benefit of the retailers to promote the product strongly to the 
consumer. 

The term ‘push’ strategy emphasizes that here it is the efforts of the 
members of the channels of distribution that push the different stages of 
the distribution process. 

A pull strategy, in contrast, is aimed at the final consumer. Promotional 
efforts will generate extra demand at the retail outlets, encouraging the 
retailers and wholesalers to stock (or stock more) 

of the product. In short it is the demand at the retail end of the distribution 
channel that pulls the product through the other channels. 

Some organizations - for example Mars - will adopt both a pull and push 
strategy at the same time. 


(Tike ' j.____ 

Promotion is expected to move the 
potential customer through the following 
; processes: brand ignorance, awareness, 

: knowledge, liking, preference, 
conviction, purchase, brand loyalty. 


Watch out! 


A pull strategy will emphasize advertising 
and sales promotion. 

— —- - .y 


1 A manufacturer of double-glazed window units who has previously sold 
direct to large DIY firms is considering setting up its own sales force. 
Discuss the merits of this idea. (20 min) 

2 Sales promotions now account for up to 60% of a typical marketing 
budget. Assess their effectiveness as a promotional tool. (20 min) 


Grade booster 


Avoid repeating points. There are a 
specified number of marks for each 
point. Repeating information does not 
gain extra marks. 

v_ ) 
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Place (distribution) 


Check the net 

Many interesting articles are appearing 

in newspapers on e-commerce. This may 

become a popular exam topic! Try 

www.economist.co.uk 

www.ft.com 

www.telegraph.co.uk 

www.times.co.uk 

www.guardian.co.uk 


The place ingredient of the marketing mix looks at 
the distribution channel decisions that are required to 
ensure that the target market has easy access to the 
product in a way that is acceptable to the supplier of 
that product. 


Channels of distribution 


Channels of distribution provide the link between production and the 
market place. In choosing a particular channel the firm will seek to ensure 
that 


Watch out! 


In practice there is no reason why a firm 
should limit itself to just one distribution 
channel. In fact by using different 
distribution channels the firm may be 
reaching different segments of the 




market. 






How might a toy manufacturer 'distribute' 
its products? 


•4 it gives access to the customer segments targeted 
4 it meets the firm’s objectives (e.g. market share) 

■4 it is relatively cost-effective compared to other channels 

•4 it enables the firm to compete effectively against other products 

There are three broad choices of channel network. 

-4 Intensive distribution The aim here is to obtain as many retail 
outlets as possible. This strategy would be suitable for impulse 
purchases. 

-4 Exclusive distribution Prestige products wishing to retain their 
image of up-market exclusivity will grant sole dealerships in each 
area. 

•4 Selective distribution A situation where the producer wishes to 
retain some control over the way a product is sold. 



Example 

PY0 fruit is an example of direct selling to 
the consumer! 



Example 

Retail outlets such as Tesco or Marks 
and Spencer sell both food and non-food 
items that they have purchased direct 
from the producers. 



This method is popular with industrial products - particularly those which 
are expensive and where there is a limited number of buyers. Although this 
channel is the simplest it is not necessarily the cheapest or most efficient 
distribution channel. Its advantages include 

■4 sales staff ensure the product is properly promoted 
■4 sales staff establish good relationships with customers 
•4 sales staff are a good source of marketing research information 
■4 direct selling cuts out the middlemen 



Apart from direct selling, this method has the advantage of minimizing the 
loss of contact with the customer and maintaining control over the retail 
outlet. Thus the producer and the retailer may co-operate over matters 
such as store display, promotional activity or training of sales assistants. 
This is a channel that is often adopted by large firms with several products 
being sold through the same retail outlets. 

The major problem associated with this form of distribution channel is 
that new products may not be promoted sufficiently. This may be because 
they do not generate the turnover per unit of floor space that is expected 
or because the retailer is more committed to other brands (e.g. those with 
higher mark-ups). 



















Producer to wholesaler 


This channel tends to be chosen by smaller firms which cannot afford an 
extensive distribution network or a large sales force. The main advant¬ 
age is that it avoids high selling costs of the two previous methods. 

The other advantages include 

■4 wholesaler breaks bulk, selling in smaller lots than the firm may be 
prepared to provide 

*4 wholesaler has more contacts than many firms 
■4 reduced stockholding costs and more prompt payment 
-4 wholesaler may bear other costs, e.g. promotion 

There are, however, disadvantages. The firm doesn’t know who is going 
to stock its product or how it will be displayed. New products may not 
be promoted as aggressively as the firm might like. Profit margins may be 
lower than for the other distribution channels. 



This is a contractual arrangement between the owner of patents 
for goods or services (the franchiser) giving another person (the 
franchisee) the right to produce or sell those products or services. 

It is considered under the ‘heading’ of distribution because it is a way 
of increasing the number of outlets providing the product or service. 
A typical franchise agreement will contain the following terms 
The franchiser agrees to 


Don't forget 

; This is the distribution channel most 
closely associated with intensive 
distribution - a situation where the 
producer wants to maximize the 
availability of the product. 


Don't forget 

Remember the importance of the internet i 
: as a distribution channel! For some firms 
it provides an additional way to sell to 
customers. For others it provides a way 
; of cutting out the middleman and dealing 
direct with the public. The very existence j 
: of estate agents, travel agents and 
|. insurance intermediaries is threatened by j 
the growth of internet shopping. 


Examples 

Franchising is said to be the fastest 
; growing part of the retail market. Well- 
known franchises include: the Body 
: Shop, Burger King, Dynorod, Kwikprint, 
Pronuptia. 


■+ assign an exclusive sales territory 

■4 allow the use of (and promote) the trade name 

■4 provide training and advice on running the business 

■4 provide financial advice and assistance 

■4 sell goods to the franchisee 

In return the franchisee agrees to 

-4 invest capital in the business 
-4 pay royalties to the franchiser 
-4 conform to specified standards 
■4 make all purchases from the franchiser 
-4 only sell the franchiser’s products 

The British Franchise Association claims that franchising is the safest 
way to set up in business. Put simply, the majority of business start-ups fail 
within three years, whereas the majority of franchises survive. 

The option of franchising is also attractive to the franchiser. He can 
expand his activities with very little capital investment, in many cases 
franchising actually results in an injection of cash into the business. 


Don't forget 

j The franchisee may find these limitations 
irksome, but it has the advantage of being 
part of a well-known group. 


Grade booster 


Make a list of the advantages of 
franchising over starting your own 
business, evaluating which ones are 
most important. 


.xam practice _ _.. _ _ answe::;: pages S3 9 


1 Outline the criteria you would use in selecting channels of distribution. (20 min) 

2 'Cutting out the middleman' is often suggested as a way of reducing 
prices. In the light of this statement assess the value of distribution 
channel intermediaries. (20 min) 


Examiner's secrets 


When you are required to write an 
essay, always prepare a plan before you 
start writing. 

_____ J 
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Marketing 



Can you remember the ‘4 Ps' of 
marketing? 


Watch out! 


Marketing objectives must always 
be consistent with the firm's overall 
corporate strategy. 

v,___^ 


_4 Take note 

The process of determining marketing 
strategy includes: identify marketing 
objectives, review environment, develop 
strategy, implement plan, review 
outcomes, : ■ j 


Grade booster 


In evaluating any marketing strategy 
make sure you consider the implications 
for the other business functions - 
particularly finance. 


_ Links 

For more on the product life cycle see 
page 84. 


Watch out! 


Research has shown that in most cases 
the 'pioneer' firm retains the market lead 
in the longer term, whichever strategy is 

. chosen - 


_j Check the net 

www.bized.co.uk has information on 
the marketing strategies of various 
companies. 


strategy 


Marketing strategies are the means by which marketing 
objectives are achieved. They are generally concerned 
with the '4 Ps' of the marketing mix. 



In practice there are many different marketing strategies that can be 
pursued to reach a given corporate objective. For example, an objective to 
improve profits may be achieved by developing new products, modifying 
existing products, varying pricing policy, devising a promotions policy 
and/or changing distribution channels. Criteria for evaluating individual 
marketing strategies include 

■4 does it conform to overall corporate strategy ? 

*4 does the firm have the correct organizational structure ? 

■4 does the firm have sufficient resources to see strategy through ? 

-4 does it make use of strategic strengths ? 

-4 does it reduce organizational weaknesses ? 

*4 does it exploit market opportunities ? 

*4 does it reduce major threats ? 

■4 does it agree with the firm’s idea of ethical behaviour ? 

In practice marketing strategy is a continuous process. This is because 
the situation facing the firm is continually evolving. As new opportunities 
and threats emerge, the successful firm must adapt to the changed 
situation with new strategies - and perhaps even objectives. 



When we looked at the product life cycle we noted that each of the stages 
had very different characteristics. The marketer’s response is 
to devise a strategy to meet the needs of each stage. 


Introduction stage 

At the introduction stage the product is relatively unknown. The producer 
can choose one of two strategies. 

Price skimming strategy - here the idea is to obtain maximum short-term 
profit potential by targeting early adopters willing to pay a high price for this 
product. Such a strategy enables the firm to recoup its development costs 
quickly, though the high price may quickly attract the attention of would-be 
competitors. Allied to such a strategy will be informative promotion, 
frequent product modifications and a selective distribution policy. 

Penetration pricing strategy - here the idea is to gain as much market 
share as quickly as possible through setting much lower prices. The firm 
would hope that economies of scale might help offset the low price. This 
strategy is an attempt to dominate the market from the start and hopefully 
to retain that control in the longer term. Allied to this strategy will also be 
informative promotion and frequent product modifications, but in this case 
an extensive distribution policy. 





















Growth stage 

At the growth stage consumers are now aware of the benefits of this 
product and the market is growing rapidly. The first signs of competition 
are beginning to emerge. Assuming the firm has initially adopted a skim 
pricing strategy, prices will now be lowered. The ‘pioneer’ firms will 
probably have to invest in extra production capacity and promotional 
campaigns to protect their market share. These investments are likely to 
absorb whatever profit is being made. The distribution network will also be 
expanded, which may also be costly. 


Watch out! 


Nevertheless there will be relatively 
little price competition as the market is 
growing fast. 


Maturity stage 

In the maturity stage there is a lot more competition, including price 
competition. Attempts will be made to develop product lines and to 
more clearly differentiate the products from those of the competitors. As 
competition increases and profits fall some minor brands may leave the 
market. 


Don't forget }.__ 

The market is now growing a lot more 
| slowly. Many sales will be repeat 
I purchases. 


Decline stage 

Porter suggests four potential strategies for this stage 

-> Leadership - where the market is still profitable, invest to become 
the market leader before ‘harvesting’. 

-» Niche - identify market segments which are still profitable and will 
decline slowly. 

-> Harvest - often termed ‘milking the brand’, i.e. minimizing costs 
and maximizing price in order to improve profitability. Product is 
withdrawn when it moves into a loss-making situation. 

•+ Divestment - sell the business at the end of the maturity stage. 


Examples 

UK brands disappearing in the last 20 
years include: Spangles, Treets, Farley's i 
Rusks. Formula Shell, Munchies as well 
as Now, Riva and Nova magazines. 



There are four basic strategies for growth in unit sales and profit 


-S' market penetration product development 

■+ market development *4 diversification 

These are often shown in the form of a matrix. You will see that some 
strategies are more risky than others. Market penetration is the safest 
because both market and product are known. Both market development 
and product development carry a significantly higher degree of risk as the 
firm is moving into new areas. Diversification is the most risky strategy of 
all, as both markets and products are new. 


Check the net 

Use the search engines to visit companies 
such as Unilever, Procter and Gamble 
and other major consumer product 
! manufacturers for information on product 
strategy. 


: The jargon 



This matrix is sometimes known as the 
Ansoff matrix. 






itpgi 


ABC pic is a large carpet retailer with outlets in many town centres. Each 
January it holds an annual sale. 

(a) Explain how the marketing mix it operates for the period of its January 
sale might differ from that used during the rest of the year. 


(b) What are the benefits to the firm of holding the January sale? (30 min) 


Examiner's secrets 


Where a question asks you to explain 

or justify, you are expected to provide 

a reasoned and developed answer 

examining all points of view, 
k___J 
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Answers 

Marketing 


Marketing objectives 


Checkpoints 

1 Many possibilities, e.g, M & S and other major retailers 
are well known for imposing strict conditions as to 
price and quality on suppliers. The threat is that huge 
medium- to long-term contracts will be withdrawn if 
these conditions are not met. 

2 Marketing objectives are set by analysing the marketing 
environment within which the organization is operating, 
assessing what resources are available to the marketing 
department, assessing the strengths and weaknesses of 
the department and formulating objectives for the future. 
You should be aware that the marketing department 
cannot act in isolation, its objectives must be consistent 
with the corporate objectives and with objectives of other 
functional departments. You should also be aware that 
these are all long-term 'plans'. Marketing strategies have 
a shorter time span than the objectives they underpin 

- however, they would normally cover a number of 
years. Within the strategy you will find information on 
which markets have been targeted, the positioning of 
company products in those markets and the marketing 
mix which will be used for each product. The marketing 
plan is much shorter in timescale - commonly a year. 

It states how, within the budget provided, the work of 
the marketing department is going to contribute to the 
marketing strategy. As you work through from marketing 
objectives down to marketing planning you will find 
that the measures to be taken become more and more 
specific. This is so that employees lower down in the 
organization know on a daily, weekly or monthly basis 
what they are required to do. 

3 Other ways of setting budgets include 

• competitor parity budgeting - financial allocation 
matches major competitors 

• sales related budgeting - allocating expenditure by 
reference to a percentage of sales revenue 

• incremental budgeting - last year plus a bit! 

Exam practice 

1 Corporate image is the view of the organization in 
the eyes of customers, employees and the public at 
large. Corporate image is particularly important for 
consumers. In many cases consumers have only limited 
product knowledge, particularly so in the case of long¬ 
term purchases. As the cost of a mistake is high, many 
customers will rely on the reputation of the company 
as a major determinant in the purchase decision. Where 
a company loses that reputation for fairness to the 
consumer, sales will suffer. In one case - the jewellers, 
Ratners - the company eventually had to change its 
name as a result of damage to its reputation. 

A good corporate image may also have a beneficial 
effect in other areas. Thus individuals may be more 
attracted to work for that firm. Equally, it may be easier 
to raise money to finance expansion. 


Corporate image is particularly important for large firms in the 
public eye. For smaller firms the pressure to maintain a posit¬ 
ive corporate image may not be so great. You should try to give 
examples of organizations which have a good corporate image 
and what they have done to achieve that image. 


2 (a) The marketing budget is the amount of money 
allocated to the marketing function in order to 
undertake its activities over the next financial year. 

In practice senior management within the marketing 
function will have submitted a detailed plan of the 
activities to be carried out and the expenditures 
necessary for this purpose. 

(b) There are both benefits and problems arising from 
the use of budgets. The benefits include 

• provide a target for staff to achieve (motivation) 

• setting budgets requires proper planning to be 
carried out 

• it is a means of controlling expenditure 

• it is a means of measuring performance 
The problems include 

• budgets make no allowances for changed 
circumstances 

• budget preparation is time-consuming 

• managers may feel that they have to spend full 
allocation of money. 


Your final paragraph should attempt to evaluate the imp 
the points that you have put forward. Generally, you wil 
the benefits of budgeting outweigh the problems that ar 
budgeting. 



3 eCommerce has grown rapidly in the last decade. It 

offers many benefits to the business. These include: 

• Access to a far wider market 

• Trade 24 hours a day, 365 days a year 

• Provide customers with important information about 
your business 

• Increase visibility in the market place 

• Increase sales 

• Reduce costs (maintaining costly sales outlets, 
distribution costs, marketing and advertising costs) 

• Better information on consumer buying patterns and 
also their preferences 

• Building a database of (loyal) customers 

• Direct marketing to previous customers 


Defining the market 


Checkpoints 

1 Football clubs could define their market as sport, 
entertainment or leisure. 

As a sports-based organization they might be looking 
to develop other sporting activities, e.g. rugby, women's 
football, sports clothing and equipment. 

Where the market is defined as entertainment, 
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opportunities include corporate hospitality and pop 
concerts. 

Finally, in the leisure market, opportunities might 
include keep-fit, catering firms and books. 

2 The demand for some products is very responsive to 
changes in consumer income, e.g. leisure activities such 
as eating out or going on holiday. We say that such 
products have a high income elasticity of demand. 

3 To give herself a break from domestic routine or 
to enable her to spend more time with her family. 
Having established why a group of housewives buy 
the product, the information might be used in a 
promotional campaign emphasizing these benefits. 

4 There are many advantages to the consumer arising 
from shopping online. These include: 

• Convenience - shopping online can save time 
and money 

• A broader selection of goods and services 

• Not limited to outlets in your locality 

• Better information on products and services 

• The ability to make price comparisons 

• Rapid response times 

• Potential customization of products and services 


Exam practice 


1 Information which market research might provide includes 
Occupants who are the customers? 

Opposition who are the competitors? 

Objects what do consumers buy? 

Occasions when and how frequently do they buy? 

Organization who is involved in the buying decision? 
Objectives why do they buy? 

Operations how do they buy (distribution channels)? 


Grade booster 


The question referred to an 'Indian takeaway'. Make sure you 
relate your answer to the context in which the question was 
asked. 


2 (a) 


• Sainsbury 

• Waitrose 

High • Tesco 

-C 

CT> 

X 

© 

o 

X 

CL 

Quality Low 

Safeway • 



• Aldi 

Asda • 

§ 


o • Kwik Save 


Market mapping is an analytical tool which allows 
a business to identify the area of the market it 
is targeting. The map is created by comparing 
competing organizations in terms of two factors 
that are valued by the consumer. In practice this 
often means price and quality. The map (which is 
based on the perceptions of some students) shows 
two clusters of firms, one providing for consumers 
buying on the basis of quality (at a price), the other 
buying mainly on the basis of price (and accepting 
lower quality). 

(b) By identifying that blend (or mix) of price and 
quality which is important to a firm's customers, the 
firm is able to promote its product offering to these 
groups more effectively. An alternative would be to 
use promotion to move the consumer nearer to what 
the producer is offering; however this is very difficult 
to achieve. 

In the longer term, a firm may use a market map 
as a tool to measure the success of a repositioning 
strategy. Suppose, say (and it is only an example), 
Tesco wishes to raise its quality image. Market maps 
over a period of time would help to show whether 
this had been achieved. 


Make sure the diagram you draw is neat and properly labelled. 
Better students might indicate that the size of the circle 
representing each supermarket has a relationship to that 
organization's turnover. Examiners are always keen to credit 
candidates who have up-to-date knowledge and, certainly, the top 
three supermarket positiions should be knowm. 

Finally, ensure that your comments relate to what is shown on 
the market map. Be specific! 


Segmentation and target marketing 


Checkpoints 

1 (a) the flavour of the product 

(b) oral hygiene 

(c) brightness of teeth 

(d) decay prevention 

(e) value for money 

2 Coca-Cola certainly used to have an undifferentiated 
marketing strategy. But product changes have been 
brought in now to meet demands for caffeine free and 
low sugar drinks. 

3 Mass customization has been described as producing 
goods and services to meet an individual customer's 
requirements with near mass production efficiency. 

It is based upon the use of flexible computer aided 
manufacturing systems. Customers state their specific 
requirements before the start of the production process 
and these are then incorporated into the production 
schedule. By using these techniques large firms can 
target market segments which, before, would have been 
too small and unprofitable for them to target. 


Grade booster 
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Exam practice 

The market for shoes can be segmented according to: 

(a) Gender - not only are the size of shoes different for 
males and females but also the preferred styling 

(b) Age - the market can be divided into sections for 
infants, children, teenagers and adults 

(c) Lifestyle - even within a single age category there will 
be many different segments to cater for the many styles 
e.g. business shoes, trainers, casual shoes etc 

(d) Purpose - consumers desire shoes for specific 
purposes such as sport, hiking, working or relaxing 

(e) Socio-economic status - within one category different 
shoes can be made to cater for the wealth of the 
customer. This is usually achieved by the use of 
different materials, styling, manufacturer and branding. 



In any examination there will always be some definition-type 
questions. The key to full marks is 

• write clearly and concisely 

• where possible give topical examples 


Grade booster 



Grade booster 


Better students may qualify their 
segment is not too large - 
larger firms. In other words it is 


Market research 


Exam practice 


1 There are two approaches possible with this type of 
question. You can either treat each type of research 
separately dealing with its own peculiar advantages 
and disadvantages. Or you can compare and contrast 
the two types. The latter tends to give a more powerful 
argument and one likely to lead to more analysis and 
evaluation rather than just description. 

The content should include 


Field 


Advantages 

• Questions are 
designed to answer 
your specific 
research objectives 

• Research is available 
only to you 

• The data gathered 
is current and up 
to date 


Disadvantages 

• It is extremely 
expensive 

• Unless designed by 
professionals it is 
easy to introduce 
bias 

• It is a time- 
consuming task 


Desk 


£ 


• Can be obtained 
quite cheaply 

• Samples can be 
much larger 

• Market-wide data 
and international 
comparisons can be 
made for very little 
cost 

• Based on actual 
figures such as 
sales 


• Data might be out 
of date compared 
with current 
customer needs 

• Data not 
specifically 
designed for the 
research objectives 

• Not able to 
measure the 
accuracy of 
collection 


Examiner's secrets 


You do not have to be exhaustive in order to illustrate your 
understanding of the pros and cons of each type of research. The 
examiner will be impressed if you can relate your choice to the 
context. For example the launch of a product based on an entirely 
new technology would have to rely on field research as historical 
data does not exist. 

v_ i,__ 

2 Market research can be inaccurate in the following ways 

• Poorly designed questions Questions that are 
ambiguous, that rely on people's memories or that 
require calculations by the respondent often produce 
inaccurate and biased data. 

• Sample too small or incorrectly gathered The sample 
must be large enough in order to eliminate the 
'outlying' or 'rogue' answers. 

• False replies These can either be deliberate lies or the 
respondent providing answers they believe are wanted. 


Examiner's secrets 


It is good practice in exams, as in real life, to remain sceptical 
about data presented to you unless evidence is provided about 
the accuracy of the research methods. 


3 • Qualitative research is in-depth research into the 
psychology of the consumer. It investigates the 
reasons behind buying behaviour. It is interested 
in how respondents reply as well as in what they 
actually say. 

• Quantitative research, however, uses pre-set 
questions, often in the form of a questionnaire, in 
order to obtain a large pool of statistical data. It is 
more interested in determining concrete facts than 
attitudes of consumers. 


Watch out! 


It is important to stress that these types of research are not 
mutually exclusive. Many firms use a combination of both. 
Qualitative research could be used on small groups of customers 
in order to design a questionnaire that is then distributed 
nationally. 

k-:- 
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Sampling and sales forecasting 


Product 


Exam practice 


1 There are two main reasons why a firm wants to predict 
the future 

• to reduce the uncertainty associated with a dynamic 
economy 

• to allow the company to plan more accurately 
Predictions are based on current data, therefore 

the data must be as accurate as possible. The types of 
prediction required include 

• future sales levels 

• future cash flow requirements 

• changes in major cost items such as labour and raw 
materials 

• changes in general economic performance 

• changes in demography 


Watch out! 


Predictions are only as good as the data they are based upon. 

Even when the data is 100% accurate the past is no guarantee 
for future behaviour. It is useful to stress this 'unpredictability' in 
any question dealing with forecasting. 

*—— -— —_ 


2 In order to identify the underlying trend you need to 
smooth out the raw data. The first step is to recognize 
any regular pattern occurring in the figures such as 
a peak in sales every four weeks (coinciding with the 
end of the month and many workers' pay day) or sales 
associated with the seasons (holidays). The next step is 
to choose the same number of periods for the moving 
average as there is in the pattern. The most common 
are four-quarterly and twelve-monthly. 


Grade booster 


It is easier to identify patterns if the raw data is plotted on a 
graph. The cycle can be measured from peak to peak or trough to 
trough. 

v _ 

3 Primary research might be biased in the following ways 

• the questions are phrased as to invite a particular 
response 

• the interviewer, intentionally or unconsciously, 
encourages a particular response by tone of voice, 
facial expression or body language 

• the sample selected for questioning might not be 
representative of the desired population, e.g. wrong 
age group, incorrect gender mix, inappropriate 
income levels, etc. 


Examiner's secrets 


Even where all three elements are correctly applied the market 
research can still provide a false picture if the size of the sample 
is not large enough. Stress that effective market research is a 
combination of good design, accurate execution and adequate 



Checkpoints 



Introduction Growth Maturity Decline 


2 A unique selling proposition occurs where a product 
or service has features which make it different from 
its competitors and appeal to the consumers. By 
emphasizing this feature the organization hopes that 
customers will be persuaded to buy that product rather 
than a competitor's. Low prices may be a unique selling 
proposition, for example with some budget airlines. 
Hotels may describe themselves as 'children free!' 
Alternatively a takeaway delivery service may claim to 
be 'on your doorstep within 20 minutes!' 

3 Many possibilities. Question mark~e- commerce; Stars 
- mobile phones; Cash cows - Dyson vacuum cleaners; 
Dogs - vinyl records. 

Exam practice 

1 (a) A producer might develop a market in this way 
because 

• natural extension of existing product 

• separate but sizeable segment 

• good knowledge of the market 

• present market saturated 

• increases revenue 

• counter-seasonal product 

• better use of existing resources 
(b) It was successful because 

• revitalized a mature market with a new product 

• product had a good reputation already 

• effectively marketed 

• caught consumer interest 


Price 


Checkpoints 

1 Examples of discriminatory pricing include student 
railcards, pensioner bus passes, matinee theatre tickets, 
prices of domestic (as opposed to business) electricity, 
etc. 

2 Price sensitivity might be raised by 

• more substitutes available 

• more awareness of substitutes 

• fall in status of product 

• product taking a higher proportion of income 
(consumers notice price changes more) 

• product becomes less habit forming 
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Exam practice 

1 Your introduction should briefly explain how supply and 
demand determine price (perhaps using a diagram). It 
should also briefly detail some of the pricing strategies 
available, for example, skimming, penetration, 
discriminatory, cost-plus, psychological, competitive, 
promotional, etc. 

The body of your essay should make points such as 

• supply/demand analysis is an aggregate 

• supply/demand analysis assumes perfect knowledge, 
etc. 

• markets are segmented and subject to producer 
influence 

• price is only one factor in the purchase decision 

• consumers may be influenced by fashion or image 


Grade booster 


You do not need to make all the points listed above to achieve 
high marks. Where a point is made though you should present 
and evaluate the evidence given to gain high marks. 


2 First of all define the term. Your answer could include 
difficulties such as 

• there are a number of variables affecting demand: 
difficult to isolate the effect of one (price) 

• elasticities change over time as competition changes 

• for new products estimates rely on accuracy of 
market research and test marketing 

• impact of price change on sales varies over time 


Grade booster 


Better candidates might question whether elasticity of demand 
really needs to be calculated that accurately. You should also try 
to evaluate how far the problems identified prevent an accurate 
estimation of elasticity of demand. 


Promotion 


Checkpoints 

1 Sponsorship is often used in sports events, e.g. football. 
Schools taking students abroad for study purposes may 
also seek sponsorship from local companies. 

Direct mail is often used to sell insurance, pensions, 
books, magazines, theatre tickets - the range of 
products is endless! 

2 Sales promotion techniques include 

price reductions, coupons, competitions, buy one get 
one free (bogof), free gifts, trial offers, trade-in offers, 
savings stamps, loyalty cards, etc. 

Exam practice 

1 Your introduction should make the point that direct 
marketing may be considerably wider than using your 
own sales force to sell direct to the consumer. It could 
also involve the use of advertising, telephone sales, 
catalogue retailing, direct mail or e-commerce. 

Points for direct selling include 
• your staff will ensure the product is properly 
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promoted 

• can establish good relationship with customer 

• sales staff can be a good source of marketing 
research information 

• it cuts out the cost of middlemen 
Points against direct selling include 

• direct selling costs are likely to be high 

• difficult to display goods as effectively as a retailer 
would 

• stiff competition from other manufacturers marketing 
in the same way 

• some people don't like buying on the basis of 
catalogue descriptions and pictures 


Grade booster 


Your conclusion should evaluate the strength of the arguments 
you have put forward in the context of a double glazing 
manufacturer. 

V....... .: __/ 

2 Your introduction should define and give examples of 

promotional tools, e.g. advertising, public relations, 

* exhibitions and direct marketing. You should then 

define the term 'sales promotion' with the aid of 

examples. 

Sales promotions can be used to 

• increase sales 

• target specific groups, retailers and/or their 
customers 

• target specific objectives such as trial purchase or 
repeat purchase 

• widen distribution or improve point of sale impact 
Against this 

• there is rarely any lasting increase in sales 

• there are hidden costs including management and 
sales force time 

• promotions may conflict with brand image 

• price cutting (a particularly important technique) can 
persuade consumers to hold off repeat purchases 
until the product is once again on offer 

• unless used in conjunction with advertising and other 
marketing techniques, sales promotions have often 
been found to be ineffective 



Checkpoint 

In practice a toy manufacturer could use any form 
of distribution channel. Toys could be sold direct to 
the public through a direct mailshot, a catalogue or 
e-commerce. They could sell direct to larger retailers or to 
smaller shops through a wholesaler. 

Exam practice 

1 Decisions relating to channels of distribution revolve 









around two factors, cost and control. If the option taken 
is to make all sales directly to the consumer there may 
be unacceptable cost implications. However using 
intermediaries may significantly reduce the level of 
control over how the product is sold. The choice will 
depend on factors such as 

• the image of the product 

• the creditworthiness of the distributor 

• the complexity of the product 

• the perishability of the product 

• the location of customers 



1 

1 

. ' 

Make sure you illustrate 

V. 

your points with examples. 


2 Your introduction should define the word middleman - 
that is, a business which handles goods or services in 
the distribution chain between producer and end user. 

Middlemen have a number of important functions 
including 

• breaking bulk • storage 

• stockholding • delivery 

• after-sales service • promotion 

For many firms you will find that using middlemen 
reduces costs and increases sales. 


Examiner's secrets 


Make sure you do answer the question. In assessing the value of 
channel intermediaries you should draw attention to situations 
where the individual functions of middlemen are not particularly 
relevant or valuable to a producer. Not all firms use middlemen 
Indeed there is a movement at present in favour of 'zero level 
channels' or direct marketing. 


Marketing strategy 


Checkpoint 

Price, product, promotion, place. 

Exam practice 

(a) You should define the term marketing mix. You should 
draw attention to any assumptions that you make. Thus 
it is likely that the retailer is covering the full range of 
product types rather than trying to satisfy specialist 
niches. 

Marketing mix throughout the year 
Product 

The firm will offer a wide range of products, e.g. natural 


and man-made fibres. There will also be a wide range 
of qualities and designs. There will be a carpet delivery 
and fitting service available. 

Price 

A wide range of different prices depending on the 
quality and other features of the carpets. There will be 
credit facilities available. 

Promotion 

The store will be brightly lit and well laid out allowing 
customers to view the product ranges to their best 
advantage. Products will be promoted through local, 
and perhaps national, advertising. The media used will 
reflect the interests and reading matter of the target 
markets. The emphasis will be on quality, durability and 
style of the product as well as the reputation of an old- 
established high street store. 

Marketing mix in January 
Promotion 

The target market for the sale will be people who aspire 
to the quality the firm's products provide but who are 

• normally unable to afford this. Promotion will be aimed 
at this target market and will emphasize value for 
money and getting a bargain. 

Products 

Items on special offer will include surplus stock, ends 
of ranges and specially purchased stock (again possibly 
ends of ranges and surplus stock) some of which may 
be of a lesser quality than normally stocked. 

Price 

Surplus stock and end of ranges will be priced so as 
to ensure it is sold. This may be at less than cost price. 
Stock specially purchased for the sale will be priced 
competitively but at a price to yield some profit. Normal 
stock will be reduced in price but again the discount 
given will still allow the firm to make a profit. 

(b) January sales are advantageous because 

• provide cash flow at a quiet time of year 

• surplus stock, etc. sold 

• opportunity to try out new designs and producers 

• provide space and cash to buy new season's 
products 

• may attract new customers, who if satisfied may 
return 


Examiner's secrets 


Try to show that you understand how the two marketing mixes 

might differ. 

V_/ 










Revision checklist 

Marketing 


By the end of this chapter you should be able to: 


1 Discuss marketing’s relationship with the objectives of the 
business. 

Confident 

Not confident 

Revise pages 74-75 

2 Define the different types of markets, and be able to measure 
market size and market share. 

Confident 

Not confident 

Revise pages 76-77 

3 Identify methods of, and explain reasons for, market 
segmentation. 

Confident 

Not confident 

Revise pages 78-79 

4 Demonstrate an understanding of sources and methods of data 
collection, primary and secondary. 

Confident 

Not confident 

Revise pages 80-81 

5 Discuss reasons for, methods of, and limitations of sampling 
and forecasting. 

Confident 

Not confident 

Revise pages 82-83 

6 Understand the importance of the product life cycle and 
extension strategies. 

Confident 

Not confident 

Revise page 84 

7 Assess the role of product development and product portfolio 
analysis as part of a firm’s marketing strategy. 

Confident 

Not confident 

Revise page 85 

8 Describe the various pricing methods and be able to apply 
them appropriately to the product life cycle. 

Confident 

Not confident 

Revise pages 86-87 

9 Be able to calculate and interpret the Price Elasticity of 

Demand. 

Confident 

Not confident 

Revise page 87 

10 Explain the various elements of promotion and how they can 
be combined in a promotional mix. 

Confident 

Not confident 

Revise pages 88-89 

11 Describe the various distribution channels available to a firm. 

Confident 

Not confident 

Revise pages 90-91 

12 Discuss the need for a constant review of the market and a 
firm’s marketing strategy. 

Confident 

Not confident 

Revise pages 92-93 





People in 
organizations 

For most organizations success is dependent upon the efforts of their employees. Yet 
employees are the most difficult resource to manage. Employees will differ in terms 
of ability, aspirations and motives for working. Employees must not only be paid a 
wage, the employer has also to accept other financial burdens associated with their 
employment including National Insurance contributions, meeting the provisions of 
health and safety legislation, etc. 

Since in many organizations the wages bill exceeds 75% of total cost there is great 
pressure on the Human Resources Department and line managers to ensure that labour 
is used effectively by the organization. At the same time workers are becoming more 
aware of their contractual and statutory rights and are also demanding a greater say in 
the way their work is organized. 


Exam themes 

• The need for, and nature of, workforce planning. 

• Employment law; rights and duties of employer and employee. 

• Organizational design concepts including decentralization, span of control, chain 
of command, delegation. 

• The relationship between structure, objectives and culture. 

• Management functions - planning, organizing, directing, controlling. 

• The work of the main motivational theorists. Monetary and non-monetary 
motivation. 

• The relationship between motivation and the achievement of business objectives. 

• Leadership style and its implications for the achievement of business objectives. 

• Managing change within organizations. 

• Communications media and their effectiveness in differing situations. 


. Topic checklist j 
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Workforce strategy 

and objectives 

Workforce planning is important to the organization 
to ensure that it has the employees necessary to 
carry out its activities. In undertaking this activity the 
Human Resource Department (HRD) has to be aware 
of the organization's corporate plan as well as the 
opportunities and constraints created by the business 
and legal environment. 


The jargon 

Workforce planning is sometimes called 
human resource planning. 


Check the net 

Many human resource issues of interest 
to business students are covered at 
www.hrnettwork.co.uk 
www.lpd.co.uk 


The workforce plan 


The process of workforce planning can be shown using a diagram. 



Watch out! 


These assumptions are critical to the 
future workforce plan. 

V_ /. • v. „ _y 


The precise manpower requirements of the organization will be 
determined by the organization’s longer-term objectives - as laid down in 
the corporate plan. Assumptions are made regarding the goods/ 
services to be produced, the technology to be used in providing the 
goods or services, how the goods will be marketed and what management 
information systems are required. Assumptions also have to be made 
about workers leaving the organization through retirement, ill health, 
dismissal or obtaining alternative employment. All these have implications 
for the future workforce plan. 


Explain the importance of the job 
description and person specification in 
the recruitment process. 


Examiner's secrets 


You may be asked to assess the benefits 
and problems associated with different 
recruitment methods. 

V_ J 


Recruitment 


This is a major part of the work of any human resource department. 
Selection of the right person for the job is vital to the firm’s success. One 
major decision which has to be taken is whether to recruit internally or 
externally. The benefits of each are as follows 


Internal 

External 

■4 known to the firm 

■4 provides new blood 

4 reduced recruitment 

•4 internal promotion causes friction 

costs 

-4 internal promotion transfers 

■4 improves employee 

recruitment problem 

motivation 

elsewhere 


Interview is the most common form of selection procedure. However, it 
is not always a good indicator of candidate suitability. For this reason the 
interview is often supplemented by various tests. These may examine 


•4 competence in a task «4 aptitudes 
•4 personality -4 ability to work in groups 










Tests also have problems - they are difficult to use objectively and are 
often distorted through the candidate being under stress. 


Training and development 


All organizations will undertake some form of training. Training is seen as 
necessary because it 


-4 helps employees learn job 
4 increases staff flexibility 
■4 reduces labour turnover 


-4 improves productivity 
•4 reduces likelihood of accidents 
4 aids internal promotion 


For the training plan to be effective it must take account of 

4 The manpower plan -4 any training priorities 

-4 Who is responsible for training -4 the method of training 
-4 Operational issues 

Induction training 

This training is designed to smooth the entry of the new employee into 
the organization. Particular attention would be paid to those people who 
may have particular difficulty settling down (e.g. the school leaver). Large 
organizations will probably have a formal programme consisting of talks 
and films. Senior staff may be involved. The programme in a smaller 
organization is likely to be less formal with new employees being shown 
around by another employee and introduced to people. 

Training 

Training is the instruction of staff in specific techniques that are used in 
the working environment. It is aimed primarily at operative, administrative 
and supervisory staff. Training courses may be run ‘in house’ by the 
company itself or externally. Whilst it would be impracticable to run 
certain courses outside the organization (e.g. induction) there may be 
instances where the organization does not have the facilities or expertise 
to provide the training. 

Management development 

This is a series of events and activities designed to improve performance 
now and develop high calibre managers for the future. Except in the case of 
very large organizations most of these courses will be externally provided. 
But managers and other employees with potential may also be developed 
through job rotation, enlargement and enrichment. 


1 (a) give TWO reasons why on-the-job staff training might be more 
effective than off-the-job training. (5 min) 

(b) What criteria might a firm use to assess the effectiveness of a training 
programme? (10 min) 

(c) Why should staff training be a continuous process? (10 min) 

2 Some firms appoint executives solely from their graduate trainee schemes 
while others promote from the shop floor. Evaluate this situation. (20 min) 


Can you think of any other benefits? 


Example 


Don't send retail staff on a training course 
in the week before Christmas! 


What would you look for in an induction 
training programme? 


Give 3 examples of the training that an 
employee might be required to undertake. 


Watch out! 


Many training and development needs 
are identified through employee 
appraisal interviews. 

v_, 


Check the net 

The Learning and Skills Council provides 
information on government sponsored 
training initiatives. 


Grade booster 


Questions may ask you to evaluate 
training strategy. Make sure you consider 
such factors as organizational cost, 
motivation and labour turnover, public 
image and business ethics. 

V_ J 


Grade booster 


In question 2 you must put forward the 
pros' and 'cons' of each method before 
attempting any form of judgement, 
v_ j 
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Workforce performance 


Check the net 

Search under 'productivity' for interesting 
j information. 
www.dti.gov.uk 


In a market economy where firms are competing 
directly against one another, workforce performance 
(or productivity) is especially important. The firm 
that has an efficient and productive workforce is 
the one that is able to supply goods and services to 
its customers at a lower price than its competitors, 
helping its survival and profitability. 


The jargon 


Labour productivity is 

total output 
number of employees 


l. 


( 


Take note 

Labour productivity (worker efficiency) can 
also be gauged through 
•4 spoilt production 
-4 speed of service 
-> customer complaints 



Explain the following terms for labour 

turnover 

voluntary 

involuntary 

management action 


Labour productivity 


Labour productivity shows the relationship between the output of the 
organization and the number of employees. Output may be measured 
in units of production, for example cars, or its monetary value. Another 
variation is to measure the productivity of a group of workers. 

Productivity data can be used 

■4 to detect trends in productivity over time 

■4 to detect differences in productivity between various plants 

■4 in negotiations with trade unions 

-4 in negotiations with management over extra resources 

Labour productivity is an important element in an organization’s level 
of competitiveness. If an organization can produce the same level of 
output with fewer employees, then the cost per unit of output falls. This is 
particularly important where labour is a major cost of the firm. 


Labour turnover and absenteeism 


Labour turnover measures the rate at which a firm changes its workforce. 
It is calculated as follows 

, , number of staff leaving per period 

labour turnover -------- 

average number of staff 

Although a high labour turnover is commonly thought to be adverse 
for the firm, it can be beneficial in that it allows the firm to recruit other 
employees with different ideas and enthusiasms. Nevertheless there are 
significant costs associated with the recruitment of new workers, which 
arise from 



Suggest ways in which high absenteeism 
could be tackled. 


■4 recruiting replacements 
■4 training replacements 
-4 lost productivity 


Levels of absenteeism are another way of assessing how effectively an 
organization is using its labour force. Absenteeism is calculated as 


Action point 

Try using Herzberg's 'hygiene' factors to 
explain absenteeism! 


number of working days lost per period ^ ^ 
total potential working days in period 

By monitoring absence over time, trends can be identified. At an 
organizational or departmental level increasing absenteeism may suggest 
low morale and job dissatisfaction. At an individual level you often find 
that a small number of workers are responsible for the majority of any 
absenteeism. 















mproving productivit 


Improvements in productivity may enable the firm to reduce the selling 
price of its product. Alternatively the firm may maintain prices and enjoy a 
Mgher profit margin. 


Using capital more effectively 

ft is often possible to use existing equipment more effectively. For example 
in many firms machines only run for part of the day. Rather than investing 
in new machinery it may make better sense to use existing capital more 
intensively. Improved maintenance to reduce breakdowns will also improve 
productivity. 


Kaizen 

This is a Japanese term meaning continuous improvement. Changes to 
working practices, often suggested by the workers themselves, enable 
firms to raise productivity. Although individually these improvements may 
be small, taken together they can have a significant effect on productivity. 


Investment 

Many firms improve labour productivity by buying new machinery. Much 
of this machinery is very sophisticated and requires far fewer workers than 
before. For example the use of information technology to control machine 
processes (robotics) may do away with most production line workers. 
Equally stock control in the retailing industry has been transformed by the 
use of microelectronics in the form of bar code readers at the till. 


Improving motivation 

Most people are capable of improving their personal productivity whilst at 
work. It is the role of the manager to unlock this potential. Motivation can 
be raised by ensuring that the working conditions are right and also by 
designing jobs with the employees’ needs in mind. 



How might price elasticity of demand be 
important here? 


Don't forget 

i As most of these improvements are 
suggested by the workforce there is no 
problem with'resistance to change'! 


Watch out! 


As well as raising labour productivity, 
other benefits of IT include immediate 
analysis of sales patterns and automatic 
reordering of stock. 


Don't forget J...-... 

Training itself often improves motivation 
as well as raising productivity. For more 
on motivation, see pages 108 - 11 . 


You are the Human Relations Officer for a large financial call centre in the 
North of England. Recent statistics have shown that over the last year labour 
turnover has risen from 5% to 15%. You know from previous experience that 
this rate is far higher than at similar financial call centres. You have decided 
that you must inform senior management of this problem. 

Using a suitable form of communication you are required to 

(a) summarize the facts (5 min) 


Grade booster 


Marks will be awarded for a 
suitable form of communication, 
e.g. memorandum. Then be specific 
in using that form to answer the question. 


(b) comment on potential causes of labour turnover (10 min) 

(c) comment on the consequences of high labour turnover (15 min) 
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Organizational structure 


__I Take note 

You may be required to assess the 
advantages and disadvantages associated 
with different organizational structures. 

Consider issues such as centralization/ 
decentralization, span of control, 
delegation/delayering, motivation, 
productivity as well as the implications 
for different departments. 


What differences would there be in 
the ways a senior and junior manager 
undertook these skills and functions? 


The structure of an organization describes the role people 
undertake in an organization and their relationships 
with other employees. This formal structure is very 
important so that people can identify their role within the 
organization, who and what they are responsible for and 
also to whom they are responsible. 


The work of management 


Management is best seen as a unifying resource that brings together 
all the resources used by an organization so that its objectives are 
achieved efficiently. 

Although there are different levels of management within an 
organization you will find that all managers will use the same skills namely 

conceptual, technical, decision-making, human, communication 

Similarly you will find that when we look at managerial functions we 
find that all managers undertake the same tasks, namely 


planning, organizing, directing, controlling 



Outline in more detail Mintzberg's 
managerial roles. 


Mintzberg suggested a third way of looking at the work of a manager 
which involves looking at the roles they perform for an organization, 
namely 

interpersonal, informational, decisional 


In practice all these different ways of looking at the manager’s jobs aid 
our understanding of their work. The conclusion should be that the work 
of a manager is complex and requires the ability to act in many different 
ways over a short period of time. 


... Don't forget 

-* activities are grouped into 
departments 

•4 work is divided so specialists can be 
employed 

-» chart shows for what and to whom 
you are responsible 
-* unbroken lines show formal 
communication channels 
-¥ broken lines show personnel having a 
firm-wide responsibility 


Watch out! 


Such charts do not show the informal 
organization structure or communication 
channels. 

___ / 


Organization charts 


Most organizations will describe their structure pictorially through an 
organization chart. This is because people find it easy to understand. 















The organization chart shown on page 106 has divided its activities by 
kmction. Other organizations might use product , process or geographical 
area as the basis for division. 


Delegation and the span of control 


To function effectively a manager must delegate - by this we mean that 
certain parts of the job are passed to subordinates for action. This allows 
the manager to concentrate on the more important aspects of the job 
whilst also training the next generation of managers. There are three 
important aspects to delegation 

*♦ Responsibility The employee accepts the responsibility to 
ensure that the job is carried out correctly and on time. These 
responsibilities must be properly defined. 

■4 Authority For delegation to work, the subordinates must be given 
the necessary authority to carry out their responsibilities. 

-» Accountability Subordinates are responsible to their superiors for 
the outcome of their job. 

One potential limitation on delegation is the number of subordinates 
a manager can control - his ‘span of control’. A ‘senior’ manager will 
probably only have 3 to 7 people reporting to him because of the 
complexity of his work. 

The number of subordinates that a manager handles will have an 
important impact on the shape and nature of jobs in an organization. 
Where spans of control are small there will be a tall hierarchical structure 
and jobs become very specialized. A wide span of control will result in flat 
organizational structure with fewer levels of management and employees 
being given far more responsibility. 


" • - *• 
v;- s r H .-mt . 

Make sure you also understand 
what is meant by the matrix form of 
organizational structure. 




List the circumstances where a manager 
might not delegate work to a subordinate. 

What other factors will affect a manager's 
span of control? 


Example 


Many retailing organizations have this 
'flat' structure. 

V...' ... . ........ . . 


Centralization and decentralization 


These terms refer to the extent that decision-making is delegated within 
an organization. In a highly centralized organization power and decision¬ 
making is in the hands of a few senior managers. Its benefits include: 

4 Uniformity of decision making 
4 Duplication of effort eliminated 
-♦ Tight level of control 
■4 Delegation risks are avoided 

In a decentralized organization many important decisions will be taken 
at lower management levels. Its benefits include: 

■4 Senior managers’ workload reduced 
-4 Power is dispersed 

■4 Subordinates motivated by ‘important’ work 
•4 Decisions made by those ‘knowing the situation’ 



(a) Distinguish between consultation and delegation. (10 min) 


(b) Consider the impact upon a firm of changing its approach to decision¬ 
making from being based on consultation to delegation. (20 min) 


Watch out! 


You should be aware that a business's 
organizational structure may change 
over time in response to changes in the 
external environment. 

V_ J 


Example 

Most organizations are decentralized to 
some extent but government departments 
are often quoted as good examples of 
centralized organizations. 



Make sure you define these terms and 
distinguish between them. Think about 
time periods, e.g. short term and longer 
term. 
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Motivation in theory 



Briefly outline the contribution of Frank 
and Lillian Gilbreth to the scientific 
management revolution. 


Most managers have to delegate because the job that 
they have is too big for one person to do. In having 
to work through other people it is necessary that 
managers understand what motivates an employee to 
act positively in the interests of the organization. 


Scientific approach to management 


This is an approach to management by F. W. Taylor and others that 
emphasizes the importance of managers being involved in planning 
the organization of work. The worker is viewed as at best neutral, or 
at worst opposed, to the idea of work. Thus in order to improve 
productivity the manager must 

-» devise the correct way to do the job through work study 
-» develop the techniques and tools for workers to do the job 
-* motivate workers to produce to a consistently high level, e.g. by using 

low basic wages and high incentive payments for exceeding targets 

The results of these ideas of F. W. Taylor can be seen in the car 
production assembly lines of many motor manufacturers. The approach 
did improve productivity tremendously at factories where it was 
introduced. It also produced major labour problems. Such factories were 
fruitful grounds for trade unions seeking new members. 


Example 

Mayo found that the productivity of 
I research teams rose in the Hawthorne 
plant because of increased personal 
: attention and a perceived rise in status. 



Explain the term 'Hawthorne effect'. 


Check the net 

A wide range of motivational theorists 
are considered at 
www.westrek.hypermart.net 



Can you outline some criticisms of 
Maslow's ideas? 


Human relations approach to management 


This relied heavily on the work of Elton Mayo, who undertook work on 
the link between productivity and working conditions. He found that 
productivity rose even when working conditions deteriorated. Mayo 
conducted a whole series of experiments at the Hawthorne Plant of 
General Electric between 1927 and 1932. His conclusions, which were 
radically different to F. W. Taylor, were as follows 

«4 people are motivated by social needs 

-» division of labour has destroyed much of the earlier meaning of 
work, which involved inter-personal relationships 
-» work groups have a greater impact on employee motivation than 
financial incentives and organizational controls 
-* to motivate the employee, managers must pay far greater attention 
to ensuring that the workers’ social needs are met 

Mayo’s ideas were adopted in many firms. Unfortunately the expected 
improvements in motivation and productivity often failed to materialize. 


Maslow and Herzberg 


Maslow argued that workers have a ‘hierarchy of needs’. The first three 
needs, physiological, safety and social needs, are identified as lower-order 
needs and are satisfied from the context within which the job is undertaken. 
Self-esteem and self-actualization are identified as higher order needs and 
are met through the content of the job. 

Maslow went further. He argued that at any one time one need is 
dominant and acts as a motivator. However, once that need is satisfied 
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it will no longer motivate, but be replaced by the next higher level need 
which remains to be satisfied. 


Self-actualization 


Physiological 

• Food 

• Water 

• Sex 

• Rest 

• Air 


Safety 

Freedom 
from 
danger 
Stability 
in life 


Lower order needs 

(context of the job) 


Ego and esteem 


Social 


* Self-respect 

• Respect of 
other 
people 


Love 

Friendship 

Belonging 

Acceptance 


• Self- 
fulfilment 

• Achieving 
one's 
highest 
potential 


Higher order needs 

(content of the job) 


Don't forget 

Motivators could therefore include 
! achievement, recognition, 
responsibility, promotion, 
work itself, growth. 


Watch out! 


-\ 

Be aware that higher order needs may be 

satisfied by activities outside of work. 

V_ "...... . J 


The implications of this theory for managers were that they had to try 
and satisfy their workers’ needs within the organizational context. Some 
examples of how this might be achieved are shown below 

-+ physiological - pay, rest periods, holidays 

-» safety - health and safety measures, employment security, pensions 
-* social - formal and informal groups, social events, sports clubs 
•4 self-esteem - power, titles, status symbols, promotion 
4 self-actualization - challenging work, developing new skills 

Herzberg’s ‘two-factor theory’ was based on a survey of what made 
managers feel good or bad about their job. He discovered that the factors 
which created dissatisfaction about the job related to the context within 
which the job was done. He termed these factors ‘hygiene’ factors. 
However, ensuring that these factors were met did not result in positive 
satisfaction. 

The factors contributing to positive job satisfaction related more to the 
content of the job. The presence of each of these factors (motivators) was 
capable of causing high levels of satisfaction, though their absence did not 
cause great dissatisfaction. 

The implications for the practising manager were twofold. First, to 
ensure that the hygiene factors are met adequately to avoid dissatisfaction, 
but not to expect these to motivate employees. Second, to provide the 
motivators to create positive job satisfaction. 

T,,yI*'*-'*’"*-.- '*'■ . ■ 

«. ■:-*'«:« • if'yti,. <?%(" '?'• 

1 To what extent does the Japanese approach to the management of 
employees seem related to Herzberg's theory of job satisfaction? (30 min) 

2 Herzberg believes pay is important but does not motivate. Why? (15 min) 


How have Victor Vroom and Edgar Schein 
contributed to our understanding of 
motivation? 


Check the net 


Use the search engine to look for 
Frederick Herzberg. There are many good 
sites which also often consider other 
theorists. 



Can you list the hygiene factors? 


Watch out! 


Herzberg also made a distinction between 
movement and motivation. Movement 
occurred when an employee did 
something, motivation occurred when 
he wanted to do it. 

V_/ 


Grade booster 


Make sure you know, and can apply, 
Herzberg's analysis. 
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Motivation in practice 


Watch out! 


You should be aware that motivational 
factors vary between people and even 
within one person over time. 


Links 

Herzberg again! See page 109. 


Checkpoint 1 


Many managers enjoy 'fringe benefits'. 
Explain this term. 


Checkpoint 2 


How does performance-related pay work? 


.r~ 

Example 

The John Lewis Partnershi 
dividends to employees. 

ip pays annual 

■ j 




A major problem of some payment 
systems is that they discourage 
teamwork. 


Watch out! 


It is important for the practising manager to find out 
what the needs of his employees are and the ways of 
satisfying them. Otherwise the efficiency of the whole 
firm may be affected. Yet the needs of individuals 
vary considerably and managers may have problems 
in introducing a system of motivation that satisfies 
everyone. 


Money as a motivator 


It is not always clear how important money is as a motivator. We can 
distinguish between the need to have a job, where money may be a 
key factor, and motivation within a job. Here money may be far less 
important and may have little influence on how hard employees work. 
However where pay is seen as being too low it may become a source of 
dissatisfaction. Conversely, where pay is seen as a sign of success and a 
status symbol, it may act as an important motivator. 

Many firms try to motivate workers by the use of incentive schemes. 
For direct workers, some form of piecework reward system is possible. 
Non-direet workers may be rewarded by some form of merit or 
performance-related pay. 

An alternative approach is profit sharing. Like shareholders, workers 
are now paid an annual dividend, which depends on the level of profits. 
The benefits of profit sharing are 

4 it does not discourage teamwork 

-*■ it makes the employee look at profits in a positive light 

•4 employees may develop a strong sense of identity with the firm 


Job design and motivation 


Herzberg’s work pointed to the importance of workers enjoying their jobs. 
Yet many jobs today are dull and uninteresting because they have been 
reduced to small or repetitive tasks. However, it is possible to restructure 
work so that it becomes less monotonous. 


Checkpoint 3 


Job rotation and enlargement are both 
1 examples of the horizontal extension of 
the job. Explain this term. 


Checkpoint 4 


Is empowerment a motivator? 


Job rotation 

Staff are trained in a number of different jobs so they can be rotated. This 
does not really make the work any more interesting but it can give the 
workers greater variety. From the employer’s point of view there is greater 
labour flexibility. Frequent changes, though, may be counterproductive as 
social relationships are disrupted. 

Job enlargement 

This involves widening the duties of the employee, thus making the job 
less repetitive. The aim isn’t to make the employee work harder but to 
increase the variety of the job. 


Job enrichment 

This involves the worker in the vertical extension of the job. The additional 
tasks given to him/her carry greater responsibility than those he/she is 


















doing at the moment. Thus with job enrichment the worker may be given 
responsibility for planning and prioritizing work. 


Teamworking 

This involves employees working together in a small team to complete a 
whole task rather than just one part of it. The most famous example was 
the Volvo car plant in Kalmar, Sweden where, under a production line 
manufacturing system, absenteeism and labour turnover were very high. 

By creating workstations at which a team of workers built a complete 
sub-assembly, absenteeism and labour turnover were reduced and the 
plant became the most profitable in Sweden. 

For the workers the system meant that they had more control over their 
work, it gave them more interesting jobs, a sense of responsibility and 
greater social interaction. For the employers it meant a more motivated and 
productive workforce, as well as greater labour flexibility. 


The jargon 

Teamworking is sometimes referred to as 
establishing 'autonomous work groups'. 


Grade booster 


- _ -V. 

Recognize that 'motivation' has benefits 

for both employees and employers 
v-_-J 


Symptoms and causes of poor motivation 


It is important to distinguish between the symptom and cause of poor 
motivation. The symptom is the outward manifestation of the problem. The 
cause is the reason the problem exists. Thus if workers limit output, this is 
the symptom of a deeper problem. The cause may be a disagreement over 
incentive payments or that the workers are concerned about redundancies. 
Some of the more common symptoms and causes are listed below. 


Checkpoint 5 


How can culture affect the motivation to 
work? 


Symptoms 
poor quality work 
failure to meet deadlines 
high absenteeism 
high labour turnover 
disciplinary problems 
sullen agreement to orders 


Causes 

job insecurity 

poor pay and working conditions 
monotonous work 
poor communications 
not part of social group 
changes to work groups 


Exam practice answers: page 125 


A large supermarket has adopted a number of different measures to motivate 
its employees. Critically evaluate the measures shown below in the light of 
any motivational theories with which you are familiar. 


Checkpoint 6 


Many senior managers are provided with 
share options. Few other employees are. 
Assess the implications of this policy. 


Grade booster 


When analysing a motivational issue you 
should emphasize that whilst theories 
may help you understand the issues, 
motivation is really a very complex issue, 
v---. 


(a) Listening groups to discuss how the store is run and improve customer 
service. There is also a suggestion scheme with financial benefits given to 
individuals whose ideas are adopted. (15 min) 


(b) The store gives a Team of the Month' award to the group that has the 
best record for sales, customer service, attendance and stockholding. 
During the following month they wear a special badge and have their 
photos displayed instore. They will also be entered for the Team of the 
Year competition. (15 min) 

(c) The store also operates a contributory pension scheme, an annual share 
incentive scheme based on company profits as well as a share save scheme 
allowing employees to save to buy shares at a discounted rate. (15 min) 


Examiner's secrets 


'Critically evaluate’ is asking to what 
extent do these measures accord 
with what would be expected having 
regard to the theory. 

V___2 
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Leadership 



Leaders often gain subordinates' 
compliance because of some power 
levers. Explain the following power 
levers: reward, coercive, organizational 
(legitimate), personal, expert. 


The jargon 


j These different approaches are 
; sometimes described as 'styles' of 
leadership. 


Leadership is a key managerial role in any setting. 
It has been defined as the process by which individual 
and group activities are influenced towards 
organizational goals. A major issue is why some 
people are more successful than others in getting 
people to follow them. 


Classifying leaders 


The basic approaches to leadership include the following 

4 Autocratic leaders These leaders make the decisions which others 
carry out. There is no employee involvement in decision-making. 
This style is most suitable for use in a crisis situation. 

4 Democratic leaders These leaders involve the group in setting the 
objectives, devising the strategies and allocating the work. This 
style can produce a high level of commitment and ‘ownership’ of 
the work. 

-4 Laissez-faire leaders These leaders give little direction so that 
responsibility lies with the group. 

It is also possible to categorize leaders on their attitude to getting the 
job done. 

-4 Task-orientated leaders Primarily concerned with the planning, 
organizing and output of work - i.e. ‘getting the job done’. 

4 People-orientated leaders They are more concerned about the 
responses and feelings of their subordinates. 


Take note 

Trait theory may be criticized for ignoring 
■4 the task situation 
4 the followers' needs 


Trait theory 


This starts from the assumption that there is a set of characteristics ( traits ) 
which every good leader has. However the findings from studies have 
been inconclusive with individuals regarded as strong leaders, exhibiting 
remarkably varied characteristics. Nevertheless researchers have generally 
agreed on some of the characteristics involved in ‘good leadership’ 


4 intellectual skills -♦ interpersonal skills 

4 task-based knowledge 4 task motivation 


However, no single characteristic has been identified as essential. 


Action point 

Find out about McGregor's Theory X, 

Theory Y, then think about why managers 
might use the autocratic or democratic 
styles of leadership. 



This approach looks at leadership behaviour. The change of approach 
is significant - leadership behaviour can be learnt or modified. Thus 
individuals may, through training and experience, be capable of 
undertaking a leadership role. 

Lewin’s research in the 1930s concentrated on group behaviour under 
autocratic, democratic and laissez-faire styles of leadership. The results are 
summarized as follows 











Style 

Autocratic 


Democratic 

Laissez- 

faire 


Results 

Group didn’t plan at all. Considerable aggression 
amongst members. Output high when leader around, 
otherwise much lower. Quality levels low. 

Level of motivation high. Group worked well together. 
Work output and quality was high in all situations. 
High levels of frustration amongst members. Group 
did not work well together. Output and quality levels 
were low. 


One interesting fact is that when the leaders changed groups but main¬ 
tained their management style, the behaviour of the group quickly changed 
to reflect that new style. Lewin and others have concluded that in many 
situations the democratic leadership style was the most effective. 


Don't forget 

Leadership style may have an important 
; impact upon morale and motivation. 



What do you understand by the term 
‘bureaucratic leadership'? 


Contingency approaches 


These relate leadership to the situations in which it is being exercised. 
Thus a leadership style which is appropriate for one situation may not 
be appropriate in another. A good leader, then, is one who can identify 
the ‘forces’ in the situation and select the right style. Tannenbaum and 
Schmidt have set out a simple model to illustrate the options available. 
The right leadership style will depend on issues such as: forces in the 
leader, e.g. willingness to delegate, confidence in subordinates; forces in 
the subordinates, e.g. need for responsibility, ability to handle problems; 
forces in the situation, e.g. importance and complexity, time and money 
constraints. 



Qnthe *ro up 


leader ^_ 

centred 

Use Jf authority fcjy leader 


¥ Group 
centred 


Leader 

decides, 

announces 

decision 


'Sells' 
decision 
to group 


Announces 

decision, 

permits 

questions 


Presents 

tentative 

decision, 

consults 

group and 

decides 


Presents 

problem, 

invites 

ideas, 

decides 


Presents 

problem, 

group 

decides 


Group 
defines 
problem 
and decides 



_ . 


The democratic leadership style is 
the most popular today, but there are 

circumstances where it is inappropriate 
^--- - J 




Don't forget 


Every leader has 'power levers' to ensure 
compliance with his orders. They include 
the power to reward, the power to punish, j 
personal power (charisma), superior 
knowledge and expertise, and higher 
position in the organization. 



The productivity of a workforce may be influenced by the leadership style of 
the manager. 

Identify the kind of leadership style you would expect to find in the following 
situations and explain your reasoning (30 min) 

(a) a research and development department 

(b) an armed force group in war 

(c) a youth club planning an outing 


Grade booster 


Try to bo aware of the characteristics 
of the various styles of leadership. Be 
prepared to apply this knowledge to 
particular situations. 
















Communication 


Within an organization effective communication is 
important because it enables the firm to co-ordinate 
activities, give clear instructions to workers 
and establish satisfactory relationships with external 
parties. 


Links 


See the chart on page 106. 



Don't forget 

Managers will spend 80% of their time 1 
communicating with other people in order 
to do their job. 



Give examples of mechanisms that have 
been used for upward, downward and 
lateral communication. 


.........[ Don't forget 

Advantages of the informal 
communication network include 
•4 it is fast 

•4 it is normally accurate 
<4 it can be used by senior managers for 
floating new ideas and obtaining the 
reaction of the workforce. 



What are the disadvantages of the 
'grapevine'? 


Give examples of how each of these 
communication media could be used. 


Explain the term 'all channel 
communication network’. 


Formal and informal communication 


In any organization there exists an organizational structure which can be 
illustrated by an organization chart. This establishes both a command 
structure and a system through which the information needed to plan, 
organize, direct and control the activities of the organization is passed; i.e. 
it shows the manager’s communication network. 



Downward co mmuni cation is emphasized by the chart but there is 
also significant upward and lateral communication. 

Upward communication provides senior management with information 
on items such as progress reports, quality circles, consultation committees 
and grievances. 

Horizontal communication is important because it enables 
departments to 

■4 co-ordinate tasks 4 share information 

-♦ solve problems "4 resolve conflicts 

Alongside the formal communication network there also exists an 
informal one arising through the social relationships of employees. Where 
the formal communication channels of the organization are ineffective, the 
informal system will assume great importance. 


Communication media 


Whether an organization is communicating externally or internally there 
are a number of ways in which communication can take place. They are 

-4 written ”4 oral 

•4 visual *4 electronic 

Within each of these broad categories there are various forms the 
communication can take. Thus, electronic communication may arise 
through the use of local networks, facsimile or email. 

In selecting the form of communication you should consider 

■4 cost -4 security 

*4 accuracy *4 speed 

•4 distance involved *4 efficiency 

■4 need for a written record 



















Barriers to good communication 


Despite the importance of good communication within an organization 
often very little is done to ensure that communication is effective. In 
practice the barriers to good communication can be grouped into those 
resulting from the following problems. 

Problems with words 

Most people know and use only a few of the words available in the English 
language. Unfortunately, for many reasons we don’t use the same words. 
Additionally, the same word may have alternative meanings. ‘Jargon’, 
because of its specialist nature, will not be understood except to those 
within that particular trade or profession. 


Grade booster 


In analysing communication problems 
within a firm you should also consider 
leadership, motivational issues and 
organizational structure. 


How would you interpret the phrase 'the 
drill is boring'? 


Problems with perception 

The way we interpret a communication is often affected by our personal 
feelings. For example, we often stereotype people. In an organization 
it could be ‘them’ and ‘us’. In this case we are very much more likely 
to accept information from one of ‘us’ rather than from one of 
them’. Equally, our mood may affect the way we interpret a piece of 
information. In a negative frame of mind we would interpret information 
negatively. Finally, where we face too much information to absorb we often 
take in the information we want to hear and filter out that which 
is unwelcome. 


Don't forget j______ 

With face-to-face communication you also 
have to consider the impact of non-verbal ! 
signals. 



Give three examples of non-verbal 
communication. 


Problems with distance 

We are much less likely to communicate with people from whom we 
are separated geographically. An organization will always try to bring 
together in a single location those people whose work is interconnected. 

Status within an organization may also be a barrier. Thus research has 
shown that people with a low status within an organization have difficulty 
communicating with those of higher status. 


Example 

I Open-plan offices are meant to encourage 
communication between different 
sections and departments. 




- T-r*I •-! 


An extract from a consultant's report concluded: 

'Despite a significant increase in size over the last decade, performance 
indicators from within the firm indicate that communications are good. The 
introduction of a "flatter" organization structure may however affect this. We 
are also concerned with the speed that new communications technology has 
been introduced.' 


Don't forget 

; The larger and more complex that a 
business becomes, the greater is the need 
for effective communication but the more 
difficult it is to achieve it. 


(a) List FOUR examples of new communication technology. 

(b) Explain the link between size and communication within an organization. 

(c) Explain TWO advantages of new communications technology. 

(d) Explain TWO disadvantages of new communications technology. (30 min) 


Examiner's secrets 


Make sure you read any quotations 
carefully. Examiners' reports frequently 
comment on candidates reading the 
information too quickly. 
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Collective bargaining 


Some companies which are opposed 
to trade unions may still encourage the 
development of staff associations to 
represent the interests of their workers. 
Employers may consider these to be more 
accommodating. 


Give examples of the following types of 
union: craft, industrial, general, white 
collar. 


Outline the role of the TUC and the CBI. 


It is in the interests of both workers and management 
to avoid the problems caused by conflicts of interest. 
Collective bargaining is the process of negotiation 
between unions and employers about the major areas 
of conflict, i.e. working conditions and wages. 


Trade unions and employers' associations 


The principal purpose of trade unions is to protect the interests of the 
workers who are its members. Their objectives include 

■4 improvements in pay and working conditions 
■4 security of income and employment 

-4 protecting members against arbitrary management practices 
*4 worker involvement in decision-making 

Trade unions also act at a political level and aim to 

-4 improve social security 

-4 ensure a fair share of income and wealth for employees 
*4 encourage industrial democracy 

In 1979 trade union membership peaked at 13.5 million. Since that time 
membership has fallen to about 7 million because of 

-4 contraction of traditional areas of unionism (e.g. manufacturing) 

•4 inability to recruit in service sector 
-4 inability to recruit women 
-4 growth of part-time employment 
-4 growth of anti-union legislation 

Employers’ associations represent an attempt by employers to offset 
the power of the trade unions. They negotiate with trade unions on behalf 
of their members and also act as the industry’s voice with the government 
and other national bodies. The Confederation of British Industry (CBI) 
represents many employers within the manufacturing industry. 


Give two examples of groups which have 
their pay determined 

(a) nationally 

(b) locally 


Distinguish between procedural and 
substantive agreements. 


Collective bargaining 


This is the process by which the workers, through their trade union 
representatives, negotiate changes to their pay and working conditions 
with the employer or his/her representative. There are two important 
levels of collective bargaining. 

■4 National or industry-wide level Many groups in the public sector 
have their pay determined this way. 

-4 Local level National agreements have fallen out of favour as 
governments have tried to encourage agreements which reflect 
local rather than national conditions. 

The state tries to avoid interfering in the collective bargaining and 
industrial relations process, believing that this is a private matter best 
left to the individual parties to sort out. However the state has intervened 
to provide 






4 legislation designed to protect the interests of the workers, e.g. 
anti-discrimination legislation 

4 legislation to curb the power of trade unions, e.g. calling a secret 
ballot before taking strike action 

4 institutions to arbitrate between conflicting interests. The most 
important of these is ACAS - the state-funded but independent 
Advisory, Conciliation and Arbitration Service. 


Industrial action 


Conflict occurs within the workplace primarily because workers and 
management may have different objectives. 


Employee objectives Management objectives 

employment security cost control/reduction 

maximize earnings profit maximization 

good working conditions the right to manage 

industrial democracy to satisfy shareholders 

union representation corporate growth 

Industrial action may be taken by employees where trade unions and 
the employers cannot resolve a dispute. Methods of industrial action 
include work to rule, go-slow, overtime ban, strikes. 

The advantage of the first three forms of action is that, whilst causing 
considerable disruption to the employer’s operations, they are relatively 
cheap to the union and its members. Strikes are normally a sanction of 
last resort when all other forms of action have failed. The use of the strike 
as a form of industrial action was limited in the 1980s, so that unofficial or 
'lightning’ strikes are now illegal. 

Strikes have many damaging effects upon employers including 


4 loss of output 
4 loss of customers 
4 harm to reputation 
■4 loss of worker co-operation 


-4 reduced sales revenue 
•4 cash flow problems 
■4 disruption of work 
•4 demotivation 


Union bargaining power can be defined in terms of a ratio 

employer costs of disagreeing to union demand 
employer costs of agreeing to union demand 

The higher the ratio, the greater the union bargaining power. So 
where stocks are high and/or sales are low, the union will have little 
bargaining power. 



'Strikes are a thing of the past.' 

(a) What do you think are the grounds for this statement? (10 min) 

(b) To what extent does a reduction in strikes represent an improvement in 


industrial relations within the UK? (20 min) 


Check the net 

For up-to-date information on trade union 
activities, consult 
www.tuc.org.uk 
www.tgwu.org.uk 
; www.unison.org.uk 


Don't forget 

Be aware that a breakdown in industrial 
relations may first become apparent 
through low morale, poor productivity 
and higher labour turnover. 


Industrial action doesn't only affect the 
firm. What are the implications for: 
the economy as a whole, customers, 
other firms? 


Don't forget ] __ ._.. 

Employers are also capable of imposing 
sanctions, for example refusal to 
negotiate, lock-outs and ultimately 
dismissal. 


Watch out! 


'i 

Firms might actually welcome a strike 

where stocks are high or sales low! 

V__ _y 


Grade booster 


A recent examiner's report stated some 
candidates had interpreted 'to what 
extent' as 'how could'. To achieve high 
marks you must answer the question set. 

\ _ / 
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Industrial democracy 


Grade booster 


You should be able to explain the value of 
industrial democracy through motivational 
theories. 

k___' 


____| Example j 

John Lewis Partnership and the 
Co-operative Retail Society are the 
best known British examples. 


Watch out! 


One major problem faced by co-operatives 
is raising finance for expansion. 


_( Don't forget 

As a worker director, a trade unionist may 
have to accept decisions that are against 
his members' interests. 


Industrial democracy is a general term used to express 
the idea that workers should be allowed to take part 
in the decision-making process of the firm. The aim is 
to create a platform through which matters of common 
interest to the employer and employees can be 
discussed. In doing so the motivation of workers may 
be improved and management may draw upon 
a source of knowledge and experience not normally 
available. 


Worker control 


This refers to a situation where workers are the owners of the business 
and workers’ committees are actively involved in deciding policy, and 
in appointing and controlling managers. In Western Europe there are 
numerous examples of worker control. Most successful examples are small 
because, once the worker co-operatives grows beyond about 20 members, 
some delegation to specialist managers is necessary. However, large scale 
co-operative enterprise is possible. The Mondragon co-operative 
enterprise in Northern Spain employs over 20,000 workers in a variety of 
co-operative ventures. 


Worker directors 


Here employees are allowed to elect representatives to the Board 
of Directors. These worker directors will take part in discussions 
representing the views of the workers. 

In the UK, attempts to extend industrial democracy through the 
use of worker directors have not been particularly successful. Many 
managers believe that workers have little to contribute to policymaking 
decisions whilst trade unionists feel that acting as worker directors can 
undermine their position as worker representatives. Nevertheless, worker 
directors may improve employer/employee relationships through better 
communication with the workforce and closer worker involvement in 


Outline the circumstances necessary for 
worker participation to succeed. 


decision-making. 

In Germany the use of worker directors is required by law as part 
of their two-tier board system. In large companies the ratio of worker to 
shareholder directors may be as high as 50:50. However, the balance 
of voting power is still with the shareholders. Moreover there is no 
employee representation on the Management Board. 


Watch out! 


In many UK organizations collective 
bargaining is being expanded to cover 
issues normally dealt with by joint 
consultation. 


. Links 

For more on the EU Social Chapter see 
pages 23 and 29. 


Joint consultation 


This, as its name implies, is consultation between workers and 
management on matters of common interest that fall outside the area 
of collective bargaining. Within the UK joint consultation is widely 
practised in the public sector but not in the private sector. 

In many countries joint consultation takes the form of a works council. 
This is a committee of employer and employee representatives. Under 
the European Social Chapter larger companies operating in two or more 
countries must now create a European Works Council. The aim of the 
legislation is to ensure that employees, as stakeholders in the business, 














receive information and are consulted on matters of interest to them. 

The aim of the legislation is to make it more difficult for a multinational 
operating in a number of countries to manipulate pay structures and 
working practices by the threat to move jobs from one country to another. 

A European Works Council will consist of at least one elected member 
from each European Union country that the company operates in. There 
are also representatives of company management. The council would 
normally meet once a year to discuss matters such as 

-* employment plans new working practices 

future investments -♦ organizational structure 

business environment health and safety 


Quality circles 


A quality circle is a group of five to ten workers who would normally 
work for the same supervisor. The members are volunteers and meet 
regularly, in company time, to identify, discuss and formulate solutions to 
work-based problems. The solutions are then suggested to management. 
The type of issue typically considered by the quality circle include 

"* cost reductions safety issues 

quality -4 equipment usage 

Quality circles are a means of achieving employee participation on the 
shop floor. The benefits are 

circle members have a greater awareness of shop floor problems 
-> circle members have greater confidence in tackling problems 
-* improved productivity/quality via sharing of ideas 
improved motivation amongst circle members 


Teamworking 


Production is organized into large units of work. Teams of people will work 
on these units of work (e.g. a washing machine), making decisions about 
output and who does which job. Having more control over their working 
lives is thought to improve motivation. 


1 F. W. Taylor said that in any job there was a planning element and a doing 
element. It was the manager's role to plan and make decisions while 
workers do the job. 

In the light of this statement how can moves toward employee 
involvement in decision-making be justified? (30 min) 

2 Briefly discuss the criteria for the successful introduction of quality 
circles. (15 min) 


Outline the benefits and problems arising 
from joint consultation. 


r 


Don't forget 


h 

L 


Job enrichment and teamwork are also 
examples of employee involvement in 
decision-making (see pages 110-11). 


Grade booster 


Quality circles and teamworking have 
multiple benefits for the firm - on 
motivation, worker morale, quality and 
productivity. 


Example 


Quality circles reflect the Japanese 
concept of kaizen or continuous 
improvement. 


Check the net j. 

For information on this and other human 
resource issues try 
www.ipol.co.uk 
www.hrnetwork.co.uk 


The jargon 

Autonomous work groups are employees 
who are given the power to decide how 
best to complete a task, whether there 
should be a team leader, and who does 
which job. 


Examiner's secrets 


A recent examiner’s report stated that 
many candidates lost marks through lack 
of exam question practice! Always get 
plenty of experience by going over past 
exam questions. 


Ilfl 















Trends in employment 


Women in the workforce 


As the social and economic structure of the economy 

_ changes, so too do the supply and demand for labour. 

Don't f ° r g et The trenc j s we will consider here are the role of 
other trends include: demand tor greater women in employment, the concept of the flexible 

skills, de-industrialization, shorter working workforce (including outsourcing) and the move to 

week, part-time worke, rights. Self-employment. 

Check the net 

Many interesting articles on labour issues One of the most significant trends since 1945 has been the growth in female 

are included in employment. This growth is expected to continue because 

www.peoplemanagement.co.uk 

www.iipuk.co.uk -4 smaller families and labour-saving household items mean women 

www.tomorrowscompany.com have more spare time 

I www.croner.co.uk -4 it is now more socially acceptable to be a working wife and mother 

-4 growth of one-parent families where mother has to work 
“4 growth of career women using childcare rather than staying at home 
■4 gender discrimination now unlawful 

■4 growth in part-time work allows women to combine work and family 
responsibilities 


Example 


The UK has one of the highest female 
employment activity rates in Western 
Europe at over 79%, with Italy and Spain 
amongst the lowest. 


Labour flexibility 


Checkpoint 1 


i What benefits and problems arise when 
firms try to make their operations more 
! flexible? 


Checkpoint 2 


1 Why do some workers dislike labour 
flexibility? 


Rapid changes in technology and consumer tastes have made the future far| 
more uncertain for firms. The response of many firms has been to seek a 
more flexible workforce. This has taken several forms. 

Flexitime - allows workers some degree of control over when they 
work. Extra hours will be put in at busy times of the year and fewer at 
other times. 

Multiskilling - whereby workers are trained to undertake a variety of 
jobs. Workers are thus able to cover for absent colleagues. 

A more fundamental way of introducing flexibility into the workforce 
has been to divide workers into ‘core’ and ‘periphery’. 

Core workers have characteristics such as 


•4 small in number well paid *♦ well educated 

•4 highly trained with permanent contract -» career path employees 


Example 


Retailing, catering and the health services 
tend to use such workers. 


These are the employees who are vital to the firm. They are often 
difficult to recruit on the labour market. In return for the benefits they 
receive they may be required to move jobs or move location. 

Periphery workers — Charles Handy divides the periphery into two 
separate parts, namely the flexible workforce and the contractual fringe. 

The flexible workforce This consists of full-time and part-time 
employees. The jobs these workers do are relatively routine, have few 
career paths and less job security. Labour turnover is quite high but 
the workers are easily replaced. The fact that labour turnover tends 
to be high provides the firm with the flexibility to adjust to changing 
economic conditions. Thus if the firm experiences a drop in sales, labour 
turnover will quickly reduce the size of the peripheral workforce. 

The contractual fringe This has developed as a result of firms critically 
reviewing the extent of their business activities. Many firms have decided 
to concentrate on their core activities, that is those activities in which they] 













have a particular specialism. Other activities which were previously 
done within the firm are now bought in. Such outsourcing of operations 
may include marketing research, recruitment and product development 
and gives the firm greater flexibility to meet changing market conditions. 
For example, outsourced activities can be bought in at short notice, as 
and when required. 


Self-employment 


The number of people in self-employment has virtually doubled since 
1979 to reach 15% of today’s workforce. Many workers made redundant 
over the past two decades have used their redundancy money to start a 
small business. 

In the 1990s self-employment received an extra boost as a result of firms 
deciding to outsource their non-core activities. These activities were often 
sold to the existing workers and the firm then bought back the services 
they required. 


Part-time employment 


This is of interest to business as it allows for more flexible work patterns. 
It also allows the individual to balance personal needs with work. 

In October 2002 there were 7.1 million people working part time. Many 
of these were young people in higher education or ‘working mothers’. 


Migration 


The UK has long been host to workers from overseas - traditionally from 
the Commonwealth but more recently from central and eastern Europe. 
In the past many of these migrant workers have become UK citizens. 

The advantages of these workers include 

"♦ they do jobs no one else wants 

their taxes contribute to government revenue 
-+ prevents ‘labour cost’ inflation 
"♦ offsets UK declining birth rate 


Don't forget ;_ 

The key to the success of outsourcing is 
> in correctly identifying the core activities. 


r ■ ■■ ... 

The jargon 



This is often called a Management 

Buy-out (MBO). 


! Did you know? |__ _ _ _ 

; Women are five times more likely than 
| men to be in a part-time job. However 
j the large majority do not want to work 
I fulltime. 


Watch out! 


The problems centre around issues such 
as integration, pressure of resources and 

'taking the jobs of British workers'. 

'— -- —~— -- — _ 



(a) Explain the use of staff appraisal by many profit-making firms. (15 min) 

(b) You have been appointed Personnel Manager of a medium-sized firm. It is 


apparent that the current staff appraisal system is resented by employees. 
They believe that their work is being criticized and their job security 
threatened. 

Write a short report to senior management commenting on the 
possible causes of the problem. You are also required to outline how you 
would ensure that in future employees regard the appraisal process more 
positively. (30 min) 


Take note )_ 

i A report may contain the following 
j Title 

j Contents page 
j Objectives 
Background 
Methodology 
Analysis 
Evaluation 
Executive summary 
Appendices 

























Answers 

People in organizations 


Workforce strategy 
and objectives 


Checkpoints 

1 A job description provides you with information such as 

• job title 

• to whom you are responsible 

• for whom you are responsible 

• your roles and duties 

With this information the applicant knows how they 
fit into the organization. 

A person or job specification goes beyond a job 
description by detailing the mental and physical abilities 
required of the jobholder. Thus a prison officer is 
expected to have qualities such as humanity, flexibility, 
enthusiasm and a sense of humour. A prospective 
applicant will be able to consider whether they have the 
attributes to do the job. 

2 There are other benefits! These include 

• Greater employee confidence in their ability to 
undertake the work given to them 

• A higher level of skills amongst the workforce 

• Improves staff morale as a result of the investment 
in their training 

• Higher quality output and lower waste 

• A workforce that thinks and does things in the 
same way 

3 Issues which should probably be covered in an 
induction programme include 

• Welcome the employee and explain their importance 
to the organization 

• Explaining the organization's history and culture 

• Learning where things are: departments, canteen and 
other staff facilities 

• Guided tour of premises 

• Meeting other employees and senior managers; 
finding out 'what they do' 

• Providing information on company policy such 
as health and safety (including fire procedures), 
disciplinary issues, grievances policy 

• Introduction to the department and work colleagues 

• Explanation of departmental systems 

4 Training may take place where an employee needs to: 

• Use newly introduced equipment such as electrically 
operated machinery, or may have to work with 
hazardous chemicals or materials 

• Use a new computer application such as a stock 
control program 

• Improve telephone technique 

• Deal with difficult customers 

• Involve subordinates in decision-making 

• Chair a meeting 

• Learn how to 'close a sale'. 

Exam practice 

1 (a) • less costly 

• person learns in context 

• working with 'expert' in actual job 


(b) • number of accidents and their causes 

• rate of labour turnover 

• ability to promote from within 

• work quality 

• productivity 

(c) • improves profitability 

• improves staff motivation 

• improves skills 

• develops new skills 

• improves flexibility 

• reduces accidents 


Grade booster 


This looks to be an easy question, but to obtain high marks each 
of your points must be explained in a clear and concise manner. 


2 Points to make include 

• shop floor motivation 

• prevents 'them and us' situation developing 

• builds on expertise within the organization 
1 • ensures equal opportunities 

• need for academic intellectual ability 

• need for fresh ideas, 'new blood' 


Grade booster 


To gain high marks you should first analyze the reasons why there 
is this difference in approach and then assess the strength of the 
points you have made. 


Workforce performance 


Checkpoints 

1 Voluntary turnover is a situation where an employee 
leaves the firm for reasons such as better pay, better 
prospects or job dissatisfaction. This is often used as a 
key indicator of discontent in the organization. 

Involuntary turnover occurs for unavoidable reasons 
such as death, ill-health, pregnancy or retirement. 

Management action occurs for reasons such as 
redundancy, misconduct or poor performance. 

2 The causes of high absenteeism need to be 
investigated. 

Once the cause(s) have been identified some of the 
following actions may be appropriate 

• flexi-time • job enrichment 

• job enlargement • job rotation 

• improved working conditions 

• changed work processes 

• attendance bonuses 

3 The more price elastic the demand for the product, the 
bigger the expansion of demand resulting from any 
price cut via improved productivity. 

Exam practice 

The most appropriate form of communication would be 
an internal memo. You should ensure that it is properly 
drawn up. 

(a) The facts should be summarized in a way that makes 








for easy assimilation. A table comparing labour 
turnover of this firm against other similar firms over 
two years would be appropriate. 

(b) You should explain the following causes of labour 
turnover 

• poor recruitment policy 

• lack of motivation or effective leadership 

• lack of social contact 

• low pay 

• poor working conditions 

• more attractive opportunities elsewhere 

(c) You should develop points around the following 
consequences of high turnover 

Negative consequences 

• cost of recruiting replacements 

• cost of training new employees 

• loss of productivity 

Positive consequences (unlikely in this case but not 
excluded by the question) 

• new workers bring new ideas with them 

• can employ workers with required skills 


Examiner's secrets 


You should be aware that this is an important examination topic 
- particularly in case study examinations where it is linked to 
problems of change, change management, motivation, leadership 


and communication. 


_ 




_ 


Organizational structure 


Checkpoints 

1 With regard to managerial skills the major differences are 

• conceptual skills are used far more by senior 
managers 

• technical skills are used far more by junior managers 

• senior managers have a longer-time horizon than 
junior managers 

With regard to managerial functions 

• senior managers spend more time planning and 
organizing than their juniors 

• junior managers spend more time directing and 
controlling 

2 Mintzberg's managerial roles are 


Interpersonal 

• figurehead 

• leader 

• liaison 


Informational 

• monitor 

• disseminator 

• spokesperson 


Decisional 

• entrepreneur 

• negotiator 

• disturbance 
handler 

• resource 
allocator 

Matrix structures are used in organizations undertaking 
projects requiring a high degree of co-ordination. The 
departmental structure still exists but acts as a resource 
bank for the 'project team' to draw on. Its major 
advantages include breaking down interdepartmental 
barriers thus encouraging a team approach to the 
project and also ensuring tighter control of the project 
through the use of a project leader. 


Project 1 


Project 2 



4 A manager might not delegate work because 

• he/she is not happy delegating 

• the work is too important 

• the work needs to be closely supervised 

• the subordinate doesn't have the knowledge or 
skills necessary 

• the subordinate is unwilling to accept responsibility 

5 A wider 'span' is possible where: 

• the more similarly the subordinates work 

• the work group is in the same place geographically 

• little supervision is required 

• the manager's work doesn't require much planning 

Exam practice 

(a) Consultation is the process of asking the views of 
those who will be affected by the decision. 

Delegation is the process of passing authority for 
action to subordinates. Note that accountability remains 
with the superior. 


Grade booster 


To obtain the highest marks you should explain where decision- 
making power resides. __ _ 

(b) Short-term 

• organizational change is always unsettling and 
may result in lower productivity and higher labour 
turnover 

• increased costs arising from communication, 
consultation and training problems 

Longer-term 

• faster decision-making, closer to the problem 

• effect depends on the quality, attitudes and training 
given to the staff with greater responsibilities 

• does company culture tolerate mistakes? 

• delegation can be highly motivating (link to 
theorists!) 

• some staff may be demotivated if they do not receive 
delegated work 

Your conclusion might mention that where change is 

introduced properly there will be short-term costs but 

gains in the longer term. 


Examiner's secrets 


Be aware that in any question about the impact of 'something' 
on a firm, industry or the economy there are likely to be short- 
and longer-term implications. Make sure you consider both time 
frames. 












Motivation in theory 


Checkpoints 

1 The Gilbreths made significant contributions to what 
is now known as method study - though it is still often 
referred to by the old term of time and motion study. 

First the work being studied was broken down into 
very small parts. Then it was decided how each of these 
tasks should be carried out by timing each action and 
the amount of effort required. Once the new method 
was introduced no employee was allowed to use any 
other method. With this approach the separation of 
the planning element from the doing element was 
complete. 

For many workers method study was seen as 
'making them work harder for the same money'. 
Management, however looked on it as making the 
worker work more effectively, not harder. Nevertheless 
time and motion employees and their work very quickly 
became a major cause of industrial unrest. 

2 The Hawthorne effect is the improvement in efficiency 
brought about by better human relations rather than as 
a result of improved technology or working conditions. 

3 Maslow's ideas were criticized as follows 

(i) satisfaction of needs is not the only motivator; thus 
Workforce planning 

(ii) some people have very low aspirations - particularly 
where their experience of life is limited 

(iii) some people are motivated by higher-level needs 
even when lower needs aren't met (the hungry 
artist!) 

(iv) higher-level needs may be obtained through social 
activities rather than work 

4 Victor Vroom developed the value-expectancy theory. 
This stated that there were two factors that determined 
the degree of motivation, namely 

• the value of the anticipated reward 

• the likelihood of achieving it 

Thus managers will find subordinates motivated 
where they prize the reward and believe that it is 
attainable. Conversely if the subordinate does not value 
the reward (e.g. promotion) or does not believe it is 
attainable they will not be motivated. 

However it is unlikely that individuals always act 
so rationally. Edgar Schein puts forward the theory of 
complex man. He argues that people are motivated 
by a wide range of needs at any one time. In any 
individual these needs form a complex pattern. This 
pattern of needs, though, is constantly changing 
through experience. The managers' job is to optimize 
the motivational forces within their staff. In practice this 
means they need to be aware of 

• individuals and their needs 

• the demands and rewards of jobs together with the 
performance of staff 

• the relevant styles of leadership and the prevailing 
organizational culture 

5 Hygiene factors are those elements of working life that 


if missing have the potential to cause dissatisfaction. 
They include salary, working conditions, security and 
status as well as oversupervision. 


Exam practice 

1 introduction: brief explanation of 

• Japanese approach to employee management 

• Herzberg's theory of job satisfaction 
Main content 

Hygiene factors 

(a) single-status salaries, common conditions of service, 
uniforms and exercise 

(b) lifetime employment 
Motivator factors 

(a) involvement, quality circles 

(b) continuous improvement 
Not mentioned by Herzberg: 
teamwork/human relations 



The analysis marks are awarded for identifying ways in which 
Herzberg and Japanese management practices are related. The 
evaluation marks are awarded for assessing the extent to which 
the two are related. 


Examiner's secrets 


2 Herzberg believes pay is a hygiene not a motivating 
factor. A hygiene factor is something that causes 
dissatisfaction if it is absent but does not motivate when 
present. The importance of this is that if a person feels 
he or she is underpaid this will cause dissatisfaction. 
Where a person is paid highly this is soon taken for 
granted and therefore does not motivate. 


Grade booster 


Again, a familiarity with the principles and applications of 
Herzberg's analysis is important here. 


Motivation in practice 


Checkpoints 

1 These are rewards other than income. They may take the 
form of a company car or an expense account. Banks and 
building societies offer low interest loans and mortgages. 
Transport companies often offer cheap travel. In all cases 
the aim is to encourage consumer loyalty. 

2 Performance-related pay works through, establishing 
individual objectives, establishing rewards, and measuring 
performance against objectives. Many firms have found 
that PRP causes jealousy and employee unrest. 

3 With job rotation additional or different work is provided. 
It is of the same order of difficulty and does not give 

the worker any more responsibility. Conversely job 
enrichment is referred to as a vertical extension of 
the job because the jobholder has more responsibility 
than before. An example of job enrichment is asking a 
production worker to check the quality of his own output 

4 Empowerment is rather like delegation. The significant 
difference is that the empowered worker has the 
authority to decide what the task should be as well as the 






authority to carry out that task. Empowerment motivates 
because it gives the worker extra responsibility. 

5 The culture of a group may be such that it supports or 
undermines organizational objectives. Thus a group may 
not even try to achieve a specified output level in order to 
obtain a bonus as it would conflict with the group norms. 

Equally the culture of an organization may encourage 
an employee to undertake extra tasks when they have 
spare time. In many organizations, though, the work 
culture is weak and does not encourage people to make 
good use of company time. 

6 Depending upon the nature of the target set, senior 
managers are likely to be highly motivated by the offer of 
share options. Where other employees are not provided 
with similar or equivalent incentives they may become 
demotivated. A divide between the senior managers and 
the rest of the workforce, 'them and us' will develop. 
There will be no incentive for the 'us' group to strive to 
achieve organizational objectives - their value has not 
been recognized. 

Exam practice 

(a) Listening groups 

This is a formal group created by management to 
assess store operation. According to Mayo groups 
provide individuals with a sense of identity or 
belonging. Equally, in Maslow's theory this could 
provide for either safety or social needs. Again, 
according to Herzberg you could argue this was a 
hygiene factor (inter-personal relationships and security) 
which will cause dissatisfaction if not present. 

It is also possible to argue that membership of the 
group satisfies some of Maslow's higher level needs 
or Herzberg's motivators in that the group are involved 
in important and challenging work which may gain the 
recognition of management and other groups through 
recommendations for changes being accepted and 
implemented. 

Suggestion scheme/financial benefits 
Money would normally be considered a lower level 
need, according to Maslow, satisfying physiological 
and safety needs. Equally, in the Herzberg two-factor 
theory a lack of money would normally be considered 
a dissatisfier. In this situation though, where money 
is given in recognition of ideas being implemented it 
could be argued (as above) that this satisfies higher 
level needs or acts as a motivator. 

(b) Team of the Month award 

Such an award gives the individual and the group self- 
respect as well as the respect of other people. In this 
sense it is a higher order need according to Maslow 
and a motivator in Herzberg's terminology. The work 
of Vroom, though, might suggest that this idea could 
be demotivating for some groups. For example, even 
though the anticipated reward is valued, if the group 
believes that they will not gain the award then they will 
not be motivated. 

(c) Contributory pension scheme/share incentive scheme/ 


share save scheme 

All these relate to the context of the work rather than the 
content and thus are lower-order needs or dissatisfiers 
providing for physiological, safety or social needs. 


Examiner's secrets 


To obtain the evaluation marks you should consider under what 
circumstances these measures are likely to be motivational. 
-—— - ) 


Leadership 


Checkpoints 

1 Reward power This is the ability to offer pay increases, 
promotion or the granting of other privileges to those 
who follow orders. 

Coercive power This is the perception that a leader 
has the power to punish those who do not follow 
instructions. Punishments might include dismissal, 
demotion, reprimand or the withdrawal of overtime or 
allocation of unattractive work. 

Organizational or legitimate power The right to 
give orders stems from a person's position in the 
organizational hierarchy. 

Personal power This is based upon the characteristics 
of the individual. Charisma and charm are important. 

So too are physical characteristics of height, size and 
strength. 

Expert power This arises from having superior 
knowledge and expertise. This may relate to a 
functional area such as marketing or more general 
problem-solving skills. 

2 Bureaucratic leadership emphasizes the importance of 
following rules and procedures. Many people will be 
frustrated by the inability to exercise any form of initiative. 
Unlike the autocratic leader though, the bureaucrat is 
unable to exercise leadership qualities in situations where 
the rules and procedures are inapplicable. 

Exam practice 

(a) The employees in a research and development 
department are assumed to be highly qualified, self- 
motivated professionals. The nature of their work and 
their interest in it lie behind this assumption. In these 
circumstances the leadership style most appropriate 
would be free rein or laissez-faire. The nature of the 
task will be outlined by the leader who will then allow 
the subordinates to take control. 

(b) This is a situation where someone must take control. 
There is no time to open up discussion and involve 
subordinates. This must be a situation for autocratic 
leadership where an order is made and obeyed by the 
subordinates. 

(c) This is a situation which all members of the youth 
club understand and is therefore a decision they can all 
contribute to. Indeed to deny them the opportunity to 
contribute to the decision would be extremely unwise and 
very demotivating. In this situation a consensus decision 
based on democratic leadership must be sought. 





Examiner's secrets 


The important point here is to be familiar with what each 
leadership style involves and then to apply your knowledge to the 
different situations outlined. 

I____________— -—— 


Communication 


Checkpoints 

1 Upward communication methods used include Joint 
Consultation Committees, suggestion schemes, trade 
union channels, grievance procedures. 

Downward communication methods include briefing 
groups, staff meetings, bulletins, notices and circulars. 
Lateral communication methods include inter¬ 
departmental committees, special project groups. 

2 The grapevine is the informal communication network. 
From the organization's point of view the major 
disadvantages are that it may undermine information 
provided by senior management. The information may 
also be factually incorrect. 

3 Written - letters, reports, memos, company magazines, 
sales brochures, job advertisements, press releases 
Oral- telephone, face-to-face meetings, staff meetings, 
committees, conferences, the grapevine, tannoy 
Visual - OHP, corporate videos, business television, 
teleconferencing, posters, wallcharts 

Electronic- fax, email, intranet 

4 There are various forms of communication network 
including the chain, wheel, 'Y', circle and all channel. 

The all channel network is a situation where members 
of the net are encouraged to talk to one another direct 
and not through the leader. Research has shown 

that where complex problems are involved that a 
decentralized network such as this will provide the best 
results. Conversely, where the problem is relatively 
simple the best network will be one which is centralized 
such as the 'Y' or wheel. 

5 Think in terms of the army, the dentist's chair or an oil rig! 

6 Non-verbal communication or body language can 
communicate attitudes or feelings as strongly as 
words. Normally verbal and non-verbal communication 
reinforce one another. However, at times the two 
conflict and the recipient then has to decide which to 
believe. Forms of non-verbal communication include 
facial expressions, hand motions and body postures. 

Exam practice 

(a) Telephone, teleconferencing, fax, modem links, 
Internet, intranet, mobile phones, pagers. 

(b) As a firm grows in size you often find that the levels 
of hierarchy within the organization increase and 
this reduces the clarity and speed of communication. 
Communication becomes more formal and the use of 
written messages grows. This is to ensure that both 
parties know what has been said. Once again the speed 
of communication slows and the amount of written 
material as well as other forms of communication may 


result in communication overload. 

(c) Speed Information can be transmitted in an instant 
from one side of the world to another. 

Cost effective Electronic technology is cheaper than 
many traditional forms of communication. 

Accuracy Less human involvement and therefore less 
likelihood of error. 

Retrieval Information can be accessed easily and 
quickly at your desk. 

Reliability Electronic equipment is more reliable 
because it does not get tired nor can it be distracted. 

(d) Cost The cost of electronic technology can be 
considerable. There are also installation costs, running 
costs, and the costs of training staff. 

Security Widespread use of computers has raised 
concerns about security and confidentiality. 

Breakdown Considerable damage to the reputation 
and interests of an organization can be done where 
communications technology breaks down. 

Quality Information may be corrupted. 

. Staff resistance Many staff dislike change finding 
it difficult and stressful to adapt to new working 
conditions. 



Checkpoints 

1 Craft- membership based on specific skills, e.g. 

National Union of Journalists. 

Industrial - cover most of the workers in a particular 
industry regardless of occupation, e.g. National Union 
of Mineworkers. 

General - recruit semi-skilled or unskilled workers in 
a wide range of industries, e.g. GMB union and Allied 
Trade Union. 

White collar- technically not a separate category but 
have grown in importance over recent years; they 
recruit from managerial, administrative, supervisory 
and technical staff, e.g. National Union of Teachers. 

2 The TUC seeks to represent the interests of the 
individual unions that are affiliated to it and to arbitrate 
in disputes between members. The TUC also seeks to 
establish links with organizations in other countries 
which have similar objectives. 

The CBI represents the interests of its members who 
include employers' associations, trade associations, 
chambers of commerce as well as individual employers. 
Its stated objectives are to 

• represent industry's views at a national level on a 
wide range of issues 

• promote efficiency in British industry 

3 Most groups working in the public sector have their 







pay determined nationally. This includes teachers and 
nurses. Most small firms will negotiate wages directly 
with their workers or unions locally. 

4 Procedural agreements are the rules that govern the 
relationships between the employer and union. 
Substantive agreements are the outcome of the parties' 
negotiations on pay and conditions of work, that is the 
new agreement. 

5 The economy - loss of output, loss of taxable income, 
increased imports, bad industrial relations reputation 
Customers - orders delayed, queries unanswered, look 
elsewhere (including abroad) for future supplies 
Other firms- Those selling to this firm or relying on 
the firm's output will have their business disrupted. 
Competitors both at home and abroad will take 
advantage of the firm's problems. 

Exam practice 

(a) The grounds for this statement are the published 
statistics which show the incidence of strikes is far 
less than in previous decades. The statement is rather 
sweeping though. Workers do still go on strike and the 
disputes are sometimes long and damaging. It is also 
very difficult to predict the future and it is possible to 
envisage circumstances in which the incidence of strikes 
increases. You could refer to changes in legislation, 
attitudes of workers and economic circumstances. 

(b) Strikes are only one form of industrial action and it 
would be necessary to consider trends in these other 
forms of action as well before drawing any conclusions. 

One point of view would be to accept the statement 
and draw attention to the changes of the last 20 years. 
Legislation has curbed the power of trade unions. 
Traditional industries with high union membership have 
declined and newer industries with fewer workers and 
no history of unionization have grown. Trade union 
membership has slumped dramatically. In many firms 
though there has also been a move toward better 
labour relations practices often through the introduction 
of Japanese management techniques. Involvement in 
decision-making, greater control of work and greater 
responsibility are powerful motivators for many people. 

An alternative viewpoint would be to argue that 
fewer strikes do not indicate the improvement 
suggested. Workers don't go on strike now because 
they are scared that they will lose their jobs. There is 
less protection now for both workers and trade unions. 

If the law was different and it was easier to get another 
job workers might be more inclined to strike. Indeed, 
due to the lack of power employees have, employers 
have been able to introduce new work practices 
requiring the employee to work far harder than before. 


Grade booster 


To obtain the evaluation marks you should draw some conclusions 
about how true the statement is. 

v_____y 


Industrial democracy 


Checkpoints 

1 For worker participation to work there must be 

• adequate time to prepare and participate 

• adequate employee ability to contribute 

• relevance to employee interests 

• benefits greater than costs 

• no threat to either party 

2 Benefits 

• acts as a safety valve for grievances 

• enables workers to have a say in matters of 
importance to them 

• draws on worker knowledge and experience 

• it encourages loyalty and a higher morale amongst 
the workforce 

• it improves communication 

• reduces 'them and us' mentality 
Problems 

• there are some issues where workers have little to 
contribute 

i . . 

• it is costly and time-consuming 

• many employees are not interested 

• trade union power reduced if representatives are not 
union officials 

Exam practice 

1 F. W. Taylor's interest was in improving the level of 
efficiency within his factory. He has been described as 
'the father of scientific management'. He believed that 
there was a right way to do a job and workers had to be 
taught that way. More importantly he believed workers 
were only motivated in the work situation by pay 
(preferably related to output) and threats of what would 
happen if they didn't comply with management rules. 
This is very like McGregor's Theory X assumptions. 

Of course theories on motivation have developed 
somewhat since the 1900s. The work of Mayo, 
McGregor, Maslow and Herzberg suggest that 
employees often adopt a much more positive approach 
to the organization and its objectives. This is best 
summarized by McGregor's Theory Y. 

Thus although moves toward employee involvement 
in decision-making cannot be justified by this statement, 
we can justify employee involvement as a result of our 
more up-to-date knowledge of motivation. The case for 
employee participation in decision-making rests not 
only on improved employee motivation but also on 

• the extension of democracy into the workplace 

• greater loyalty and commitment from workforce 

• improved industrial relations 

• improved information flow 

• the utilization of knowledge and experience of the 
employees 
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This is really a question on motivation. To obtain high marks you 
must use your knowledge of the theorists to back up the points 
you make. 

V -— ■■ .—-.. . ..* . ^ 

2 (i) Don't expect success quickly. Quality circles must be 
given time to settle down. 

(ii) They should be introduced quietly without publicity. 
Otherwise there is pressure on them to be seen to 
succeed quickly. 

(iii) All managers must support the introduction of 
quality circles. 

(iv) Adequate resources, time and money, to ensure 
effective operation. 

(v) Group leaders and members should receive training. 

(vi) Style of management within the organization must 
be supportive of employee initiative and freedom of 
action. 


Grade booster 


Identify the key characteristics and objectives of quality circles, 
e.g. continuous improvements, etc. Relate these 
to the circumstances which would best suit their use. 

I -— 


Trends in employment 


Checkpoints 

1 Benefits include 

• cheaper operations 

• better use of resources 

• faster response to changes in market 

• greater use of specialists 
Problems include 

• organizational culture needs to change 

• demotivating effect on existing workforce 

• future operations may provide less secure and less 
skilled jobs for employees so morale and motivation 
will fall 


2 Employees dislike flexible working because 

• redundancy 

• many jobs are less secure 

• may have to change career direction 

• need for constant training 

Exam practice 

(a) Staff appraisal is undertaken because 

• it identifies employees who are failing and need help 
or need to be watched 

• it identifies employees who are promising 

• it enables superior and subordinate to understand 
each other's position 

• shows areas where they need to develop their skills 

• identifies areas of conflict and dissatisfaction and the 
ways of resolving them 

(b) Reasons for resentment 

• misunderstandings as to the purpose of appraisal 

• poor implementation of system, e.g. appraisers not 
trained, poor procedures 

• those doing the appraising held in low esteem 

• no development aspect after appraisal 
Ideas to ensure appraisal experience is positive 

• explanation of purpose and procedures 

• include self-appraisal in the scheme 

• training of appraisers 

• non-threatening appraisal interviews 

• appraisal report agreed by both parties 

• training provided where necessary 

• confidentiality 


Examiner's secrets 


Clearly not all the elements of a typical report need be presented 
here. The focus should be on reasons for resentment and practical 
ways of overcoming these. 

v_____-— 







Revision checklist 

People in organizations 


By the end of this chapter you should be able to: 


I Understand the importance of workforce planning, 

recruitment, training and development in achieving a firm’s 
objectives. 

Confident 

Not confident 

Revise pages 102-3 

2 Be able to calculate and measure labour productivity, labour 
turnover and absenteeism. 

Confident 

Not confident 

Revise page 104 

3 Describe different methods of improving productivity. 

-■* 

Confident 

Not confident 

Revise page 105 

4 Explain the principles of organizational structure, span of 
control and hierarchy. 

Confident 

Not confident 

Revise pages 106-7 

5 Analyse and discuss motivation in theory with particular 
reference to Taylor, Herzberg and Maslow. 

Confident 

Not confident 

Revise pages 108-9 

6 Analyse and discuss monetary and non-monetary motivation. 

Confident 

Not confident 

Revise pages 110-11 

7 Analyse and discuss the impact of leadership styles on 
performance. 

Confident 

-——- 

Not confident 

Revise pages 112-3 

8 Demonstrate an understanding of formal and informal groups. 

* 

Confident 

Not confident 

Revise page 114 

9 Understand the barriers to good communication. 

Confident 

Not confident 

Revise page 115 

10 Understand the role of trade unions in collective bargaining 
and employee representation. 

Confident 

Not confident 

Revise pages 116-7 

1 1 Analyse and discuss methods of achieving industrial 
democracy. 

Confident 

Not confident 

Revise pages 118-9 

12 Assess the changing trends in employment, women in the 
workforce and labour flexibility. 

Confident 

Not confident 

Revise pages 120-1 










Operations 

management 

Operations management is about the efficient transformation of inputs into outputs that 
satisfy consumer needs. It includes not only the production of goods but also services 
such as banking, insurance and transport. The aim is to use labour, machines, raw 
materials, money and technology to add value at each stage of the production process. 



• The main features and applications of each production 
system. 

• The sources and types of economies of scale. 

• The importance and measurement of efficient capacity 
utilization. 

• The achievement of quality control and quality assurance. 

• Methods of stock control and waste management. 

• The role of research and development, with particular 
reference to new technologies. 

- — -. '. 1 ".X 
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Scale of production 



Links 

For more on economies of scale see 
below and on page 28 . 



* iipBiW S 

Why should the operations manager work 
closely with the marketing department? 


Check the net 

Explore the site www.bized.ac.uk 
It has several worksheets and many web 
links on operations management topics. 



Can you think of some examples of small 
local services? 




Be ready to discuss the advantages and 
disadvantages of each type of growth. 

V ......^ 



The scale of production problem has two dimensions, 
a strategic one concerning the size of the entire 
business and a tactical one concerning the size of the 
production run for a particular product or service. 


Factors affecting scale 


In both cases the business wants to take advantage of economies 
of scale. On a strategic level the expansion of the entire business 
(enterprise) can lead to technical, managerial, marketing and financial 
savings. These savings should lead to lower unit costs, which improves 
the competitiveness of the business in the market place and may, subject 
to competitor reaction, lead to an increase in sales and market share. On 
a tactical level the operations manager has the problem of establishing the 
size of production runs for each type and variety of product. 

Most businesses start small and expand over time. They may aim to 
grow for a number of reasons. 

-4 Survival - staying small might mean that costs are too high. Even if 
small firms are successful and profitable they may face a takeover 
bid from a larger organization. 

■4 Lower costs - larger output levels allow firms to enjoy economies of 
scale that will reduce unit production costs and improve efficiency 
and profitability. j 

•4 Gaining market share - obtaining a larger share of the market might 
allow a firm some degree of monopoly power and better control over! 
its prices. 

-4 Reducing risk - larger firms can reduce risk through diversification, 
both in terms of product and market. 

Despite these obvious advantages there are still some constraints on 
growth. The size of the market is one of the most important limitations. 

This explains the survival of many small firms that offer a local service. 
Another limitation is the availability of funds for growth. Many expansion 
plans involve high risk, and traditional sources of finance (such 
as banks) are often unwilling to fund risky projects. 

The operations manager must evaluate the benefits against the 
costs of growth and then decide on the best method of growth. This 
can either be through internal growth by expanding the sales of existing or 
new products or more rapid external growth through mergers or takeovers. 
In both cases the principal aim is to reduce unit costs by exploiting 
economies of scale. 


Economies of scale 


Economies of scale are the cost reductions gained through expanding the 
level of output. The main causes of such economies are 

-4 Purchasing economies - larger output provides more scope for 
bulk buying and obtaining better discounts and more favourable 
credit terms. 

-» Marketing economies - a wider range of promotion and advertising 













is possible since these costs can now be spread over a larger output. 
Specialist advertising agencies can be used to design more effective, 
better targeted campaigns. 

-* Financial economies - financial institutions often regard larger firms 
as less of a risk and are therefore willing to offer loan capital at more 
favourable rates of interest. 

Technical economies - a larger-scale plant costs proportionately less 
to build than a smaller one. Larger firms can also afford to apply the 
idea of ‘division of labour’ more effectively with the employment of 
specialist staff. 

*♦ Managerial economies - the ‘division of labour’, when applied to 
management, allows the employment of specialists in the functional 
areas of marketing, finance, production, purchasing and human 
resources. 

*♦ Risk-bearing economies - diversification can lead to greater 
security by not being reliant on one product, market, consumer 
or supplier. A range of products can be marketed internationally 
so that recession in one area will not adversely affect the whole 
organization. 


Diseconomies of scale 


Diseconomies of scale occur when costs per unit rise as output is 
increased. Eventually the firm or plant will reach its optimum size 
and expansion beyond this will result in one or more of the following 
diseconomies 

co-ordination problems - delegating the decision-making and 
empowering staff might lead to departments following different 
objectives; meetings of senior staff to ensure co-ordination 
represents a considerable extra overhead cost 
*♦ communication problems - large firms have many layers of hierarchy 
that might result in oral messages being distorted as they pass 
through the various intermediaries. To overcome this, firms rely 
more on written communication through memos and reports. This 
incurs an added cost both in materials and staff. 

•* motivation - as an organization grows it can become much harder to 
ensure that everyone feels valued and is part of the ‘team’. Workers 
can feel isolated and demotivated, especially when senior managers 
have less daily contact with all employees. 



Doubling the size of a storage tank results 
in an eightfold increase in capacity but 
only a fourfold increase in materials to 
build it. Can you suggest why? 



Multinational companies such as Ford, BT, 
Sony and Coca-Cola produce and sell in 
many markets. Can you name five other 
examples? 


Action point 

; Think of a company you know something 
about. List some of the reasons for 
possible economies and diseconomies of 
I scale. 


Watch out! 


Many candidates use the terms 'costs' 
and 'unit costs' as though they mean the 
same thing. As a firm expands, 'costs' 
will rise, but if economies of scale are 
achieved, 'unit cost' (costs divided by 
output) will fall. 

v_ 


1 Why would a company seek to exploit economies of scale whilst 
attempting to avoid diseconomies of scale? (20 min) 

2 Explain why large firms can command bigger discounts from suppliers 
than small firms. (15 min) 

3 Explain why some firms may prefer to remain small despite the existence 
of economies of scale. (15 min) 


Examiner's secrets 


A balanced answer to economies of 
scale questions might also refer to the 
barriers that often prevent firms from 
growing. Try to give examples where 
possible. 

v__? 











Methods of production 


All production is concerned with 'transforming 
resources into finished goods and services that the 
consumer desires. The type of production method 
chosen will depend on the uniqueness of the product 
or service being provided, the number required and 
the life cycle of the item. 



The jargon 

'Add value' is the process of increasing 
the worth of resources by modifying them. 



The transformation process 


All production uses ‘inputs’ or resources (raw materials, labour, machinery, 
buildings etc) which they ‘transform’ into ‘outputs’ (the goods and 
services required by the customers). At each transformation stage the firm 
hopes to ‘add value’ to the product. For example a mining firm adds value 
to iron ore by removing it from the ground. It is then sold as a raw material 
to a steel works, which adds further value by converting the ore into steel. 
The steel is then sold to a manufacturing firm that produces cutlery. At 
each stage one firm’s end product becomes another firm’s raw material 
until the final product is made. 


Speed learning 

Mnemonics can help. For examples of job 
production remember CHOMP 
Channel Tunnel , 

Hair style 
Oil painting 
Millennium Dome 
Palace 


Job production 


Used for the production of unique items where there is very little chance 
of a reorder; for example the Channel Tunnel, a portrait, the Millennium 
Dome, a special building. Each product or service is a ‘one-off’ which 
requires its own costings and its own production plan. 

The main features of job production are 

■4 high set-up costs 

•4 flexible multi-use equipment required 
■4 skilled and versatile labour required 


4 


Action point 


Make a two-column revision table listing 
the advantages and disadvantages of 
job production. Think about cost, market 
size, quality, skill levels, motivation and 
j consumer satisfaction. 


Links 

For more on economies of scale see 
pages 28 and 132. 



Under what circumstances might batch 
production be used? 


_ The jargon 

Such stock levels may be referred to as 
'work in progress'. 


4 high worker motivation 
*4 a high priced product 

The advantage of this form of production is that it creates a unique 
product to the exact specifications of the customer, for which a premium 
price might be charged. 


Batch production 


This involves the output of a limited number or ‘batch’ of identical items, 
such as shoes of a particular size and style or the printing of an edition 
of a book. The units in each batch pass through each production stage 
together. This larger output provides some economies of scale, resulting in 
lower costs per unit than job production. 

The main features of batch production are 

-4 less skilled labour required 

*4 use of more specialized but flexible machinery 

•4 possibility of repeat orders 

•4 some standardization of product 

-4 ability to supply a larger market 

The main disadvantage is that batch production can lead to high stock 
levels as items wait to move between process stages. 
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Flow production (mass production) 


With this system, an item of production moves continuously from one 
stage of the process to the next, e.g. bottling plants, car assembly lines 
and oil refineries. The stages are linked by conveyor belts or pipelines to 
minimize production time. 

The main features of flow production are 

4 high capital investment 

4 greater proportion of unskilled and semi-skilled labour 
■4 specialized plant and equipment with little flexibility 
-4 highly automated production 

•4 huge economies of scale available e.g. purchasing of raw materials 

To be profitable, flow production must be run efficiently; this means 
high capacity utilization and high demand levels, in order to spread the 
fixed costs over many units of output. 


Lean production 


Although mass production has many advantages it can always be improved 
upon. The Japanese adopted a ‘total approach’ to eliminating waste, i.e. 
removing anything that did not add value to the final product. 

Lean production aims to produce more by using less, and is to be 
achieved by 

•4 involving both management and workers in the decision-making and 
suggestion-making process 

4 minimizing the use of key resources such as materials, manpower, 
floor space, capacity and time 

4 introducing JIT materials handling in order to lower stockholding costs 
4 encouraging the use of quality circles where improvements can be 
suggested and discussed (TQM) 

4 introducing preventative maintenance 
4 using multiple-purpose machines for flexible production 
4 employing and training multi-skilled operatives 
4 encouraging teamwork with the introduction of ‘cell’ production methods 

This approach slimmed down ‘mass’ production into a flexible or ‘lean’ 
production system. The main advantages of this are 

4 an increase in quality of product and after-sales service 
4 shorter product development time 
4 faster reaction to changes in consumer preferences 
4 reduction in unit costs of production without sacrificing quality 
4 a better trained and more motivated workforce 


answers; pages 152-3, 


1 What are the advantages and disadvantages associated with moving from 
a batch to a flow production system? (30 min) 

2 What do you understand by TQM? To what extent does the achievement 
of TQM depend on teamwork throughout the organization? (30 min) 

3 Discuss the benefits and drawbacks of using a lean production system for 
the manufacture of cars. (20 min) 



Under what circumstances might flow 
production be used? 


The jargon 1 _ 

| JIT refers to a 'just in time' philosophy; 
TQM to' Total Quality Management. 


Links j_____ 

You can find more on JIT and stock levels 
on pages 144-5. 


The jargon 

| Cell production divides the production 
process into stages assigned to individual 
teams. A team is responsible for a 
complete unit of work. This provides 
the workers with a greater sense of 
! achievement and increased motivation. 


Example 

Ford of America took 24 hours to change 
a stamping machine from producing one 
model to another. Toyota reduced it to 
three minutes. 


Action point : -j~- _ 

List the key aspects of each of the four 
production methods. Can you give any 
examples of each method? 


Examiner's secrets 


The examiner will expect to see the 
appropriate use of key terms such 
as JIT, TQM, quality circles and lean 
production. Define these terms and give 
examples if you can. 
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Capacity utilization 


Don't forget 

Permanent changes in capacity have 
serious long-term implications for a firm's 
i human resources. 


Capacity is the maximum output that an organization 
can produce in a time period with a given quantity of 
assets. Most businesses aim to produce close to full 
capacity in order to achieve economies of scale. Any 
significant change in capacity utilization has important 
consequences, both for the firm's profitability and for 
its workforce. 


Measurement 


Capacity utilization is a measure of the effective use of a firm s assets and 
is calculated using the formula 


Example 

One of the vehicle breakdown companies 
currently promises a refund of £10 if it 
does not respond within 30 minutes. 


Example 

| Faced with falling demand for its 
cars Ford Motor Company has been 
: considering closing one of its European 
factories in order to reduce capacity and j 
lower its fixed costs. 


actual output per period 1 nn 

capacity utilization- fuU capaclty output per period 

Capacity use is expressed as a percentage, with most firms aiming 
to achieve at least 90% utilization. For a service business it is more difficult 
to arrive at an effective measure. The lengths of queues or response times 
to customer requests are some of the common criteria currently used by 
service firms. 


Impact on costs 


Capacity utilization is a key factor in the cost strategy of a business. Fixed 
costs must be met irrespective of the level of output. A business with fixed 
costs of Sim and operating at a maximum capacity of 100 000 units will 
have fixed costs per unit of S10. If capacity falls to 50 000 then fixed costs 
per unit rise to S20, which will significantly affect profit margins and overall 
profitability. Capacity utilization therefore has an inverse relationship with 
fixed costs per unit. High capacity utilization helps to keep fixed costs 
per unit down by spreading the overheads over many units of output. 

From a financial viewpoint a firm needs to be as close as possible to 100/6 



Ford Motor Company has threatened to 
close its Halewood plant near Liverpool. 
What impacts would this have on the Ford 
employees, the surrounding businesses 
and Liverpool as a whole? 


capacity. 


Achieving full capacity 


For a firm operating at below full capacity there are two ways in which it 
can improve its position. 

4 Increase demand for its products - this could be achieved by extra 
promotional activities, cutting prices or penetrating a new market 
with its existing range of products. A more radical approach would 
be to create an entirely new product. These activities, however, can 
take a long time to have any significant effect and may be part of a 
long-term strategy for solving capacity problems. 

Reduce current capacity - this can be achieved by selling off 
surplus machinery, moving to smaller premises or reducing the 
workforce. Each of these options has a significant impact on a firm s 
human resources. Reduction in capacity must be seen as a long¬ 
term decision, only to be undertaken if the cause of the reduced 
demand is considered to be a permanent feature. Similarly an 
increase in capacity, by further investment in fixed assets, should 
only be contemplated where the increased demand is perceived as 




permanent. Sub-contracting (outsourcing) the supply of extra output 
might be a short-term response until further market research is 
available. 


Advantages of full capacity 


The main advantages of operating at or very dose to full capacity are 

•4 fixed costs per unit are at their lowest level possible 
-* variable costs per unit may be reduced by scale economies 
•4 lower average costs should lead to higher profits or the opportunity 
to cut prices and become more competitive 
-4 full capacity working helps to motivate employees as they perceive 
that the company is successful 

■4 the firm’s reputation with its suppliers, bankers and shareholders is 
enhanced 


Disadvantages of full capacity 


Although 100% capacity utilization might seem the perfect scenario it has 
its own associated problems such as 


Calculate the profits at the following 
capacity levels for a firm with fixed costs 
of £40 000 per month and a full capacity 
of 10 000 units per month. Variable costs 
are £5 per unit and the selling price is 
£10 per unit. 

(a) Capacity = 50% 

(b) Capacity - 80% 

(c) Capacity = 100% 


■4 no time for essential maintenance of machinery; this might result in 
increased breakdowns with adverse effects on delivery schedules for 
customers, etc. 

-4 employees are required to work at full capacity; this might require 
extra overtime (expensive) and place greater pressure on staff not to 
take holidays or to be off sick (stress) 

-4 no time for employee training; this might reduce productivity and be 
demotivating 

•4 unable to meet new orders; this might mean potential new 
customers are lost to competitors 

■4 development of new products tends to become a secondary concern 
in the light of the success of current produces; this might be a short¬ 
sighted approach to the future health of the business 

A permanent change to the capacity of a business is a strategic decision 
and should be taken with a long-term view in mind. 


Links 

: Note how many human resource issues 
are involved in the question of capacity 
; utilization, e.g. links to motivation theory 
are important (see pages 108-11). 


Grade booster 


Good candidates will recognize the 

financial advantage of working at or 

near full capacity and contrast it with 

the impact on the workers. 
____ J 



1 How can a firm improve its capacity utilization without increasing its 
output? (10 min) 


2 Why might a multinational firm be reluctant to reduce its global capacity 
by closing entire factories? (15 min) 

3 What do you understand by the term 'production must flow from 
demand’? (10 min) 


Grade booster 


Excess capacity is not only a problem 
in itself but might be an indicator of a 
much more fundamental problem such 
as loss of market share or products in 
decline. Placing capacity in this context 
is evidence of evaluation. 
_ y 











Production control 


Don't forget 

If it can’t be measured it can't be 
controlled! 



Check the net 

Search under 'productivity' at the DTI 

website www.dti.gov.uk 



_f Action point 

Think about how the work of a typist, 

I a driver, a security guard and a trainer 
might be measured. 




What would be the labour productivity of 
eight employees producing 200 000 bricks 
in a day? 


Take note 

Labour productivity can be improved 
by investing in better capital, investing 
in better training or by increased 
motivation of the workforce. 


Production is the process of organizing resources in 
order to satisfy the needs of customers. It is also the 
means for the business to make a profit by producing 
the qood or service at a cost that is lower than the market 
price of the output. To guarantee this, management 
must keep an effective control on all its resources 
and monitor their use through the entire production 
process. Measuring resource efficiency can do this. 


Efficiency and its measurement 


Efficiency can be defined as how well resources such as labour, raw 
materials and capital are used to produce saleable items and services. 

This will have a direct impact on the average costs of production and 
consequently the profitability of the business. Costs and profits are, 
however, only indicators of efficiency. It is better to measure the efficiency 
of inputs such as labour and capital directly and to monitor the degree of 
waste in the production process. 

When this is done accurately and effectively it allows managers to. 

-» identify strengths and weaknesses in the production system 
compare business units within a plant 
compare their own business with industry averages 
negotiate with the workforce about wage rates and job specifications 

and practices 


Labour productivity 


This measures the amount a worker produces in a given time period. 

In manufacturing this is easy to assess because there is a definite and 
measurable output at the end of the working period. With services, 

however, it is far more subjective. 

Labour productivity can be measured using the equation 

total output 

labour productivity = number of employeei 

Although this looks straightforward it is much harder to apply in 
practice especially in multi-product businesses and where workers 
constantly move from one process to another. Despite these difficulties it 
is a useful measure as rising labour productivity results in falling labour 
costs per unit. This makes the business more competitive in the market 
place and also allows the firm to share some of the improvement with the 
workers in the form of improved remuneration. 


Capital productivity 


This is increasingly important as businesses invest in more capital- 
intensive production systems. Capital productivity can be measured using 

the equation 


total output 

capital productivity = capital emp i oye d 













Current practice has led to the replacement of labour by more 
sophisticated machinery. Although this has led to a reduction in costs per 
unit it has also meant redeployment of workers and in many cases the 
replacement of labour. The use of better capital improves not only capital 
productivity but also labour productivity as output is increased while the 
number of employees remains the same or falls. 

In all these calculations it is assumed that quality remains unchanged. 


Waste control 


The third element to control is the use of the basic raw materials and 
energy inputs such as power and fuel. Waste can occur through poor 
workmanship, incorrect design and reworking of faulty items. 

Waste rate can be measured using the equation 

number of items scrapped , 

waste rate =-—— x 100 

total output of items 

Although this gives an indication of the problem it cannot measure the 
effect on the reputation of a business when faulty goods reach customers. 
The organizational goal for zero defects is an important measure for all 
employees to work towards. 

Waste of resources can also occur with the overstocking of raw 
materials that become unusable and with the overstocking of finished 
products that cannot be sold. 

Waste management also incorporates the control of items that can be 
considered to be environmentally undesirable. Factory smoke, noise levels 
and water emissions must be monitored in order to comply with local and 
national regulations. Failure to do so would lead to fines and an increase 
in the costs of production. More importantly it could damage a firm’s 
reputation in the eyes of its customer. 


Relationship with suppliers 


Production control is also concerned with ensuring the right inputs arrive 
at the right time in a usable condition. Building long-term relationships 
with suppliers and sharing information will help to guarantee that 
appropriate materials are available. This is crucial when operating a JIT 
production system. 


1 Analyse the ways in which a business can improve labour 
productivity. (15 min) 



2 Why is waste considered to be more than just a problem of poor 
resource use? (20 min) 

3 Under what circumstances can improvements in capital productivity be 

(a) a benefit for the workforce? 

(b) a problem for the workforce? (20 min) 



What is the capital productivity per 
machine of three bottling machines which 
fill 150 000 bottles per hour? 


Example 

Forty items scrapped out of a total output 
of 2 000 gives a waste rate of 


40 

2'000 


x 100 = 2% 


Links 

See quality control (pages 146-7). 


Don't forget 

j Increasing productivity and minimizing 
waste will reduce unit costs and make 
a firm more competitive. 


Grade booster 


Productivity and efficiency are two 
key areas to reduce unit costs and to 
improve international competitiveness. 
Make sure you comment on this 
important link. 


Grade booster 


Improvements in productivity may have 
many causes. Candidates who recognize 
the complexity of the issues involved 
will be demonstrating evaluation. 

V_I_ j 


















Research and development 


_< Example 

Recent successful inventions include: 

iPod and MP3 players 

Dyson vacuum cleaner 

Video and digital cameras 

Satellite television 

Thetetrapak 

Mobile phones 

____f Action point j 

Add ten more items or processes to the 
■ list above. Think about new features in 
vehicles, new electronic products and 
: developments in medicine. 


Example 


| The glass manufacturer Pilkington pic 
j developed a new float glass process that 
I not only reduced production costs but also 
I earned the company significant licensing 
: revenue. 


_f Action point 

; Outline the stages in a typical product 
| life cycle. 


A business must be dynamic in order to survive 
and grow in a constantly changing world. Goods 
and services that satisfy consumers now may not be 
demanded in the near future as new processes, materials 
and products emerge in the market. Research and 
development is one way in which firms can overcome 
this problem. 'Research' involves the attempts to 
discover new ideas whereas 'development' involves 
the application of the ideas to a product or process. 


Invention and innovation 


Invention involves the creation of a new product or process. Some are the 
work of individuals such as James Dyson and his cyclonic vacuum cleaner 
or Trevor Bayliss and his clockwork radio. Most, however, are the result 
of corporate investment in scientific research. This is particularly true of 
the pharmaceutical, electronic and computer industries. Research is also 
undertaken at universities and government research centres whose results 
are often available to industry. 

The majority of inventions never reach the production stage as they 
are either too expensive, difficult to make or there is not enough capital 
to fund development. Invention on its own may be insufficient without 
innovation. 

Innovation involves the bringing of a new product or a new process to 
the market or the workplace. 

Product innovation is important to a firm because 

-4 it can gain extra market share 

4 it reduces risk by increasing diversity 

4 it can improve its reputation as an innovator 

-4 it can be sold at a premium price as it is first to market 

Process innovation is important to a firm because 

-4 it can reduce production costs 
■4 it can reduce production time 
-4 it can allow the use of new materials 
*4 it can improve the quality of a product 

Invention and innovation are particularly important where competition 
is strong and where product life cycles are short. A firm’s product portfolio 
must be constantly updated as some items reach the decline stage of their 
life cycle. 


Design 


The design of a product is not only about its appearance but also about its 
functionality and the ease with which it can be manufactured. This 
is known as the design mix, and includes the following three factors 


■4 aesthetics - the shape, texture, taste or smell associated with the 
product 

-4 function - the durability, quality and performance of the product. 
Does it work? 

















-» economic manufacture - does the design allow it to be made 
efficiently and at a suitable cost? 

All three aspects need to be considered, though with a different 
emphasis for individual products. For a cheap disposable item, economic 
manufacture is crucial and aesthetic appearance of little concern. The 
reverse would be the case for an exclusive piece of designer jewellery. 

A design process is followed in order to eliminate problems as the 
product moves from being an idea to a reality. 

-* original idea - probably in response to market research 
4 design brief- outline description for the designers 
4 design specification - materials, shape, cost, etc. 

4 investigate alternative solutions 
-4 models or prototypes created and tested 
-4 consumer testing 
*4 production 


Patents and copyright 


Invention not only gives the firm a competitive edge over its rivals but can 
also lead to extra revenue from licence fees. An invention can be protected 
from unofficial use by the granting of a patent. This is a legal recognition of 
the firm’s exclusive rights to the product or process for anything up to 20 
years. 

The benefits to a firm in receiving a patent include 

■4 legal protection from unofficial copies 
•4 exclusive access to the market for a period of time 
-4 the encouragement of investment in research 
*4 the opportunity to command a premium price and higher profits 
in order to recover research costs and to fund further investigative 
work 

-4 the opportunity to earn royalties from licensing the use of the 
invention to other businesses 

The equivalent protection for intellectual property (the work of authors, 
composers and artists) is by copyright. Trademarks such as 
a logo or brand name can be protected by registration with the Patent 
Office. This is important as a great deal of advertising expenditure is 
devoted to establishing the product or company name in the minds of the 
consumers. Customers also benefit in that they are presented with greater 
variety, more choice, lower prices and better value for money. 



1 What are the problems associated with innovation? (15 min) 

2 Explain how market research assists the various stages of the design 
process. (15 min) 

3 How can expensive research and development be justified to 
shareholders? (15 min) 



The importance of the various factors in 
the design mix depends on the product in 
question. 


Watch out! 


Links 


See the discussion of market research on 
page 80. 


Grade booster 


Make sure that you stress the 
importance of patents and copyright in 
protecting inventions and innovation. 
Without long-term security a firm will 
not invest large amounts of capital in 
research and development. 


Action point 

What qualities do you associate with 
; the following trademarks? 
i Rolls-Royce 
BMW 
: Chanel 
: ASDA 
; Nike 
! Harrods 



R&D is crucial to the long-term 
performance of a business. Stress must 
be placed on the strategic significance of 
invention and innovation. 


Grade booster 















Critical path analysis 


The main objective of critical path analysis (CPA) is to 
produce a network model of a complex project in order 
to help plan and control an organization's operations. 


Operational planning 


The use of critical path analysis allows a business to 


( Don't forget 

CPA is an aid to planning. It is also a 
control mechanism once the project has 
started. 


can help to minimize the use of resources and to investigate alternative 
courses of action (referred to as ‘what if’ or ‘sensitivity analysis’). CPA is 
particularly useful for highly complex projects such as those found in civil 
engineering, house construction or national marketing campaigns. 


4 break down a project into its component parts and determine a 
logical sequence of operations 

*4 schedule the tasks to find the minimum time in which a project 
could be completed 

-4 identify whether resources are being used efficiently 
-4 identify those tasks that are critical to the completion of the project 
within the minimum time period 

CPA will often result in a detailed daily plan of the project. The model 


_( Take note 

The EST figures are calculated from left 
to right, taking account of all preceding 
activities. 

The LET figures are calculated from 
right to left, and show, for each activity, 
how late it can be completed without 
delaying the total project. 


Network diagrams 


The method involves the drawing of a network diagram using 


•4 nodes ( circles ) - to show the start and end of activities; they also 
carry information about the earliest start time (EST) and the latest 
finish time (LFT) 

■4 arrows - to show the flow of activities 



Earliest start time (EST) 
of subsequent activities 


Latest finish time (LFT) 
of preceding activities 


-4 hatching - drawn on the arrows of those activities that are critical to 
the completion of the project in the minimum time 
The network diagram is a visual representation of the activities of a 


Grade booster 


Where there is more than one activity 
into a node, take 'highest' value when 
calculating EST and 'lowest’ value 
for LFT. 

V___ 


Activity Preceded Estimated 
by duration 
(days) 

A 4 

B - 7 

C - 8 

DA 5 

E C 4 

F B, E 4 

G C 11 

H F, G 4 

I D, H 12 



project in their logical order. Taking into account the duration of each 
activity it is possible to determine the minimum project time by calculating 
the EST for each pathway. The critical path is found by calculating the LFT 
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for each pathway. In the diagram opposite CGHI is the critical path. 


Operational control and the use of float 


Once the network has been finalized it can be used as a control 
mechanism in that each period’s progress can be mapped against the 
diagram. Non-critical activities have spare time or float. Where delays are 
being experienced resources can be diverted from non-critical activities to 
critical ones so that the project duration is not affected. This float can be 
calculated from the network. There are two types of float 

-» total float (the amount of time an activity can be delayed Without 
affecting the duration of the project) and 
-» free float (the amount of time an activity can be delayed without 
affecting the EST of the next activity) 

Float allows activities to be rescheduled to make efficient use of 
resources. Those activities with no total float are the critical activities. 

Controlling the time taken for a project is important for a number of 
reasons 

*♦ extra time often means extra resources and therefore extra costs and 
reduced profits 

"♦ delays might incur contract penalties 

*♦ completing projects on schedule improves the reputation of the 
organization and its goodwill with clients 
■* completing tasks faster than other firms can provide a competitive 
advantage 

“♦ reducing time taken provides a marketing opportunity that can 
command premium prices, such as ‘while you wait’ services 


Advantages of CPA 


The advantages of using the CPA are as follows 


The jargon \ ... 

: Calculation of float 
Total float = LFT - duration - EST 
Free float - EST at end - duration - EST 
at beginning 


Grade booster 


Make sure you mention that networks 
are a crucial way to organize resources 
in order to minimize working capital 
usage. Linking the production function to 

the impact on finance is good analysis, 
k___ 


Examples 

1-hour photo processing 
Kwik-Fit car repairs 
^ Same day dry cleaning 


-> time between tasks is reduced to produce a smoothly run, 
co-ordinated project 

"* construction of the network forces managers to plan forward and to 
consider all relevant tasks 

*♦ by readjusting float the amount of resources can be minimized, thus 
improving efficiency 

-* improved cash flow as stock can be ordered on a JIT basis 
*♦ the network acts as a control technique to check the progress of the 
project, which is particularly important if there are penalty clauses 
for late completion, e.g. motorway construction 


The jargon ).. 

JIT refers to ‘just in time (see page 145). 


Grade booster 


The examiner expects you to be able 
to interpret pre-drawn networks, 
particularly the application of float to a 
delay in an activity. Remember that the 
use of float can have knock-on effects 
causing other activities to become 
critical. 


Iljtam practice _ ^ ^page 156 


1 Calculate the total float and free float for the activities in the network 
on page 124. (15 min) 

2 Briefly explain the advantages of CPA as a control tool for 
management. (15 min) 


Test yourself '_ 

Make a list of four disadvantages of 
CPA. Using this list and the advantages 
from the text, write two paragraphs and 
a conclusion about the pros and cons of 
; using CPA as a planning tool and control 
mechanism for large projects. 
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Stock control 


Watch out! 


The temptation would be to overstock so 
that all eventualities would be covered. 
In other words a policy of ‘just in case'. 
Unfortunately this involves tying up 
financial resources in stock, expending 
funds on stock management and taking 
the risk of stock being damaged, 
becoming obsolete or unsaleable. 


Inventory or stock control isimportant because a business 
must ensure that it has sufficient raw materials and work 
in progress to supply the production line as well as 
provide finished goods for the customer. Firms have to 
balance the conflicting demands of holding sufficient 
stock for production and marketing purposes with the 
extra cost from maintaining higher stock levels. 


Materials management 


Managing materials is important as it ensures a flow of raw materials to 
the production or service activity as well as a flow of products to the 
consumer. It involves 


The jargon 

Materials management is a recent phrase ; 
used to describe these aspects. 


•4 sourcing and purchase of stocks 
-4 organization of delivery 
-4 handling, storage and monitoring of stock 
-4 issuing of stock to the relevant areas 

*4 reviewing stock held and making any necessary disposals of excess 
or redundant stock 


The nature of stocks 


Stock (inventory) is held for various reasons 


Links 

Stock is also a current asset in a firm’s 
balance sheet (pages 168-9), a liquid 
resource that a firm would hope to 
convert back into cash during the year. 

Stock is also part of working capital 
(page 169). 


■4 as raw materials and work-in-progress - to be readily available so that 
the production sequence is not interrupted by any shortages 
-4 as a stock of finished goods - to act as a buffer between customer 
demand and supply from the production process, both of which can 
be erratic in volume and timing 

-4 as a stock of tools and spares - to help maintain essential plant and 
machinery in order to minimize costly downtime 




The cost of stock 


There are two main categories of costs: those associated with holding 
stock and those associated with running out of stock. 

Inventory or holding costs include the following 


How would you expect 

(a) order costs 

(b) carrying costs 

to vary with the size of order? 


The jargon 


*4 acquisition or order costs - the cost of clerical and administrative 
work in raising an order, arranging transport inwards and clearance 
of stock on arrival 

•4 handling or carrying costs - this includes insurance, storage space, 
shelving, store personnel, security and loss through damage, 
deterioration and obsolescence 

•4 hnancial costs - the opportunity cost of having capital tied up in stock 


I Opportunity cost is the next best Stock-out costs are difficult to quantify but are just as important 

alternative use of the capital, e.g. the 

interest it could have earned in the bank. -> stock-out of raw materials, work in progress or spares - results in an 

increase in machine and operator downtime 
-4 stock-out of hnished goods - results in loss of sales and missed 
delivery times, with possible penalties and damage to the firm’s 
reputation and goodwill 











Stock levels 


One method of controlling stock is the use of stock control charts. These 
provide a quick visual image of the usage of stock as well as the current 
stock level. To construct a chart a firm needs to determine 


■4 the amount of safety or buffer stocks - to guard against unforeseen 
demand and late delivery 

-4 the economic order quantity (EOQ) - the order quantity that 
minimizes the sum of ordering costs and carrying costs 
-4 the usage rate - the stock items used per period of time 
■4 the lead time - average delay between order and stock arriving 
•4 the reorder level - (usage rate x lead time) + safety stock 



On a stock control chart which distance 
represents the Economic Order Quantity? 



Getting the top grade 


A common exam question is to ask you 
to construct or interpret a stock control 
chart. Make sure you can calculate the 
EOQ. 


Watch out! 


Make sure your recommendations about 
stock levels take account of factors such 
as perishability, lead times and supplier 
reliability as well as the normal reference 
to cost. 


Just in time (JIT) manufacturing 


To minimize the problems of overstocking and understocking the Japanese 
developed a JIT manufacturing system where stock is carefully scheduled 
to arrive at the point of need at the right time. This requires meticulous 
planning and absolute delivery reliability. 



1 What are the objectives of stock management? (15 min) 


2 What is meant by just in time manufacturing and how might a business 
benefit from it? (20 min) 

3 From the stock control chart above determine the opening stock level, the 
EOQ, the usage rate, the lead time and the buffer stock level. (10 min) 


Grade booster 


Remember to balance the advantages 
of JIT with its disadvantages in order 
to show evaluation. Although JIT can 
deliver great savings it relies on a 
constant flow of deliveries which implies 
a road and rail system that is capable of 
handling the traffic volume. 



An understanding of the benefits and 


drawbacks of JIT manufacturing is often 
required. In most questions you must 
stress the need to balance the demands 
for adequate stock levels with the cost 
of stock holding. 

V___2 
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Quality control 


Quality is one of the ingredients in the purchasing 
decision of consumers, who demand ever-increasing 
levels of quality. Any firm that ignores the quality 
aspect of both inputs and outputs risks losing market 
share to those firms which make it a priority. 


“Quality is defined by 
the customer ” 

W. Edward Deming (American quality guru! 


Quality defined 


It is difficult to provide a single definition for quality as it means different 
things to different groups of people. Certainly the perception of the 
customer is a key element. Here are some minimum requirements for 
customer satisfaction 


Action point 


List five more examples of inexpensive 
products that you perceive as being good 
quality. 

V _y 


..... .j Don't forget 

Regulatory bodies such as Ofwat, Oftel 
and Ofgas help ensure quality standards 
are met in the newly privatized utility 
| sectors. 


■4 ‘ Fitness for purpose ’ - the product can do what it is meant to do. 

This is a useful definition as it can be applied to a wide variety of 
products, including cheap products such as disposable pens. 

*4 Meeting the minimum standards prescribed by Acts of Parliament - 
‘Health and Safety’, ‘Weights and Measures’ and ‘Trade Description’ 
legislation provide a legal framework for minimum standards across 
a wide range of goods. 

-4 Meeting Trade Association standards - some industries have self¬ 
regulating bodies that guarantee their members’ work, e.g. the 
National House Building Council. 

In the final analysis it is the customers’ perceptions of quality that really 
matter. Firms must strive to convince the market that their product is value 
for money. 


Quality control systems 


Example 

! Skoda cars is finding it difficult to upgrade 
i its reputation after years of unreliability 
despite being managed by VW, a 
recognized quality producer. 


In the past, quality control in the UK meant ‘inspecting’ the product after 
production had taken place. In other words it was a faultfinding exercise. 
Today quality control is all about ‘building in’ quality at each stage of 
production. Such a ‘preventative’ approach reduces the high costs of 
rejects and reworking. The Japanese perfected this approach which is 
known as Total Quality Management (TQM). 

The basic features of TQM are 


„ j Links 

For TQM to work effectively the 
employees must be motivated. Link this 
; with the work of Maslow, Taylor and 
Herzberg (see pages 108-109). 


*4 the establishment of a culture of quality among all employees 
-4 the recognition of quality chains where each stage of production is 
treated as a separate customer to be valued and looked after 
•4 the use of quality circles (see page 129) 

•4 empowerment of the workforce 

*4 the emphasis on after-sales service as well as quality manufacture 

TQM is not a management tool but a philosophy, requiring a complete 
mind shift on behalf of the entire company (managers and employees). 













Quality initiatives 


In recent years there have been many initiatives introduced to assist 
firms to achieve ‘quality assurance’. Quality assurance refers to all of the 
activities that ensure the satisfactory delivery of goods and services to the 
end customer. Key factors include 

4 the quality of inputs such as raw materials and components 
■4 the quality of the design process so that the product meets customer 
requirements whilst still being economic to manufacture 
•4 the appropriate skill level of the workforce and its commitment to 
quality assurance 

4 the quality control methods used in the production process 
■4 the quality of advice at the purchasing point and for after-sales 
service 

The main initiatives have included 

■4 TQM - a philosophy of quality (see page 146) 

■4 quality circles - an informal discussion group drawn from all parts 
and levels of the business that meets regularly to discuss quality 
problems 

■4 kaizen - an approach that advocates ‘continuous improvement’ 
in small steps rather than a complete overhaul of the production 
system 

4 benchmarking - identifying the best practice of the leading firms 
and using that as a yardstick with which to measure one’s own 
performance 

4 ISO 9000 - an international quality certification procedure 
4 zero defects - a philosophy that encourages all employees to 
eliminate defects by getting things right first time 
4 training - where management has recognized that for quality to be 
assured a ‘quality culture’ must be implemented at each stage of the 
process; it is imperative therefore to train all employees to have the 
requisite skills, both for their direct tasks and for quality monitoring 


Example 

: IBM lost market share in the personal 
| computer market because it failed to 
i design flexible systems to meet smaller 
customer needs. 


Check the net 

i Quality Digest magazine at 
www.qualitydigest.com 


Grade booster 


The achievement of better quality is 
as much an HRM issue as it is about 
operations management techniques. 
Answers that recognize this will 
score well. 

Vs___ y 



Identify the costs and benefits involved in 
implementing these initiatives. 


Don't forget __ 

It is often said that 'zero defects is a 
journey rather than a target’. 


Quality can be achieved in diverse ways but the ultimate goal is to 
satisfy the customer, which is of course a constantly moving objective. 


Grade booster 


Good evaluation would balance the 
savings on waste and re-working 
together with increased customer 
satisfaction against the cost of training 
and overcoming employee resistance to 
change. Remember that 'quality' can be 
used to give a business a competitive 
advantage over its rivals._ 


;am practice 


answers: pages 157-8 


1 What are the five main factors associated with quality assurance? (10 min) 


2 Why is quality not just the concern of the production department? (30 min) 

3 What advantages does ISO 9000 provide for a firm? (10 min) 


Grade booster 


Examiners will be impressed with 

answers that recognize that quality is a 

way of working or a philosophy rather 

than a set of specifications, 
v___y 
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Location of production 


Take note 

Different businesses will attach different 
! weights to each of the location factors. 

For example, land costs may be more 
1 important for a hypermarket than for a 
doctor's surgery. 


Production requires labour, capital, raw materials and 
power to be combined in a suitable location to produce 
a commodity that is then distributed to its market. The 
choice of location is one of the most important long¬ 
term decisions for managers, is likely to be one of the 
largest items of capital expenditure and once made is 
very costly to reverse. There are many location factors 
to take into account, each with its own associated costs 
and benefits. 



Use the government index pages at 
www.direct.gov.uk to access your local 
i authority site, which should have a section 
on reasons for location in the area. 


■4 new businesses wanting start-up premises 
•4 established businesses wanting to expand 
-4 businesses wanting to move into more modern facilities 
-4 businesses seeking to lower unit costs by reducing some of the input 


charges, such as rent, rates and fuel 
•4 multinational companies seeking to diversify their operations 




__j * Example 

Soft drinks firms are bulk forming and 
tend to be located close to motorway 
junctions for easy access to their markets, j 


The jargon 

'Footloose' businesses are those with no 
! strong commitment to any specific type 
i of location. 


For whatever reason location is being considered, the costs and 
benefits of each possible site must be carefully assessed. In traditional 
heavy industries the location chosen will often depend on whether the 
operation is ‘bulk forming’ or ‘bulk reducing’. Bulk forming operations, such 
as furniture manufacturers, need to be close to their markets in order to 
cut transport costs. However for bulk reducing operations, such as the steel 
industry, the main need is to be close to the heavy raw materials used as 
inputs. Modern industries increasingly use lighter raw materials so that 
they, together with the service industries, tend to be more ‘ footloose ’. 


Input costs and availability 


An important location factor to be considered is the cost and availability of 
the inputs into the production process. 


Compare and contrast the input needs 
of a car assembly plant with those of an 
electricity generator. 


__ J The jargon 

Topography refers to the various physical 
features of the land-site in question. 


4 Raw materials - especially important where the raw materials are 
bulky, heavy, fragile or perishable. 

4 Transport - access to rail, road, sea and air links is important for 
both the inward movement of inputs and the outward movement of 
outputs (goods and services). 

■4 Land - not only is the cost important but also the topography and 
its load-bearing qualities. Potential for expansion and the ease of 
obtaining planning permission are also important factors to be 
considered. 

■4 Labour - the availability and cost of labour with appropriate skills is 
a key factor for most businesses. 


Labour, particularly unskilled labour, is one of the least mobile factors, 
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due to a host of reasons that range from family ties to housing costs. It is 
important to assess the availability of key personnel and the willingness of 
existing employees to move to a new location. 


Closeness to market 


Today the most powerful influence on location is often the ease of access 
to the market. As the service sector has expanded and transport links have 
improved, it has become more important to locate close to the customer 
base. This has been further strengthened by higher consumer expectations 
about after-sales service and prompt delivery times. The growth of 
business parks on the edge of towns and the drift of industries towards 
London and the South-East reflect the pull of the market. 


Government incentives 


Since the 1920s the government has attempted to influence the location 
of industry. For example, firms locating in areas with above average 
unemployment (known as development areas ) are eligible for various 
financial incentives. As well as UK government incentives, the EU awards 
grants for new infrastructure projects such as business parks and new 
road systems. 


International location 


Multinational organizations take a global view of the location problem 
and seek to blend cost minimization with closeness to major markets. 
Increasingly their factories and plants are considered to be ‘footloose’. 
They will locate in different countries in order to take advantage of grants 
and tax concessions and to avoid trade barriers. Some governments and 
trading blocs attempt to protect their own businesses by imposing tariffs, 
quotas and administrative barriers on imports. Multinationals establishing 
a plant within the area can escape these restrictions. 


How has the move to telephone banking 
and telephone insurance services affected 
the demand for high street premises? 
Where are the call centres located 
and why? 


Find some examples of the types of 
incentives available. Such measures 
may help to reduce a firm's variable and 
fixed costs. 


Find out the meaning of 'screwdriver' 
plants. Why are they considered to be 
'footloose'? 


Qualitative factors 


It is important to consider non-financial factors about a location before 
making a final decision. The quality of local housing, schools, amenities, 
shops and transport system may be just as influential. 



1 Give three problems associated with attempting to move an existing 
workforce to a new location. (10 min) 

2 Compare and contrast the key factors in the location of a fast food outlet 
with that of a hypermarket. (20 min) 

3 For what reasons and for what type of businesses is location close to 
motorway intersections important? (20 min) 


Example 

Nissan located in the north-east of 
England in order to sell to the European 
j market. 



To demonstrate evaluation when 


considering a location always compare 
the benefits of moving to the new site 
with the costs of the move. In particular 
consider the impact on human resources. 

V___ 



A good location answer will always 
weigh up the costs and benefits of 
the various location factors. This 
demonstrates the higher order skill 
of evaluation. Examples will help to 
strengthen your answer. 

















Role of technology 


Don't forget 

Technology is the application of practical 
or mechanical sciences to industry or 
commerce. 


The advances in technology have affected all functional 
areas of business. Here the emphasis is on the impact 
technology has had on the operations function in terms 
of the products made and the processes used. Change 
is not new to the operations function but it is occurring 
much faster and more often than before. 



Check the net 

Institute of Operations Management at 
www.iomnet.org.uk 



Products materials and systems 


The application of technology to business has produced a period 
of unprecedented change, not only in the products made and 
the materials used but also in the ways in which production has 
been designed and carried out. The advent of the microchip has 
revolutionized the approach to manufacturing in that the use of large 
numbers of skilled and semi-skilled operatives has largely been replaced 
by fully automated systems. The operations function has undergone radical 
change in the following areas. 


Action point 

Write down five more examples of new 
products that have emerged during your 
own lifetime. 



Links 

i See pages 134-5 for more on flow and 
[ cell production. 



Watch out! 


A decision to invest could leave a firm 

with an expensive technology that has 

been superseded whereas a decision not 

to embrace change could leave the firm 

trailing behind its competitors. 
...—--—--- 


The jargon 

Automation - occurs when jobs previously 
done by people are now done by machines. 


-» Products - entirely new markets have been created with the 

development of products such as the television, the CD player, < 

the video machine, the mobile phone, the microwave oven, the 
personal computer, the snowboard and the skateboard. 

-4 Materials - many of the new products were created because of 
the development of new materials. One of the major influences on 
product creation is the use of plastic. Its unique moulding capability 
and strength has made it the most common material used today. 

In the same way synthetic fibres have created a whole new range of 
fabrics. The invention of Teflon (polytetrafluoroethylene) led to the 
development of a wide range of non-stick cooking utensils. 

■4 Systems and processes - job and batch production systems have 
largely been replaced by fully automated flow and cell production 
systems. Computer-controlled machines and robots now do many of 
the repetitive tasks. Even the creative stage of designing has been 
revolutionized with the use of Computer Aided Design software. The 
difficulty facing the operations manager is one of choice: selecting 
the new technologies worth pursuing and the most appropriate time 
to adopt the changes. 


Applications of new technology 


Three major areas of the production process have undergone significant 
change with the application of technology. These are 

■4 Computer aided design (CAD) - a software system that allows 
designers and draughtsmen to design, store, retrieve and modify 
their work using multi-dimensional images. Designers and engineers 
can work on the same model simultaneously even when they are on 
different sites or even in different countries. CAD enables changes 
and modifications to be made easily. This allows a firm to customize 
mass-produced items to the greater satisfaction of its consumers. 

■4 Computer aided manufacturing (CAM) - this is integrated software 



















that controls machinery. This reduces the lead time between the 
design process and the output of the finished product. Mistakes and 
errors can be corrected on line so that waste is minimized. 

■4 Stock control - the use of bar codes and laser scanners has allowed 
firms to keep better control of stocks and to monitor their individual 
use. This has led to the reduction of stock levels and the more 
effective use of resources. The use of computers has enabled 
concepts such as just in time manufacturing to be applied with 
significant effect on productivity and efficiency. 


Benefits of new technology 


Benefits to business from using new technology are as follows 

4 increased productivity - fewer resources are needed to produce 
more products, reducing costs; routine and repetitive jobs on the 
production line are eliminated 

■4 new opportunities - new products for consumers are developed and 
new markets for firms are created 

4 reduction in waste - machines can be programmed to use scarce 
resources more efficiently 

■4 improvement in communications - inventions such as the fax 

machine, mobile phones and email have allowed communication to 
be speeded up; it has also allowed employees to work from home 


Disadvantages of new technology 


The adoption of new technology can also cause problems, both for the firm 
and the workforce. The main difficulties are 

■4 cost - in financial terms there is the extra investment in new 

equipment and processes; in human terms there are training costs or 
the reduction of the workforce through redundancy 
■4 uncertainty - firms can never be certain as to the right time for 
investment to take place. When investment is adopted, the changes 
create uncertainty among the employees, both in terms of their skill 
level and job security; this might impact on productivity levels 
■4 integration - new technology must be integrated with existing 
processes, causing scheduling and synchronization problems 


Example 1___ 

I The Ford Puma car was designed in only 
135 days. 


Don't forget I. 

CAD and CAM can be combined to 
form CIM, a Computer Integrated 
Manufacturing system. 


Links 


For more on JIT see page 145. 


Examples 

Mobile phones, telephone banking, 
Internet shopping, etc. 


Test yourself J.. ... 

Questions on technological change 
require an integrated approach as new 
technology affects all of the functional 
areas. Can you identify two effects 
of introducing new technology on the 
marketing, finance, operations and 
HRM functions? 


Don't forget 

Large scale investment in new technology 
will affect the 'capital employed' figure 
in the balance sheet and some important 
| ratios. 


On balance, new technology has led to enormous increases in 
productivity and choice but it can have its downside both for individual 
firms and for the workforce. 


Grade booster 


Answers about new technology should 
balance the cost and market advantages 
with the impact 'change 1 might have on 
employees. 


b Exam practice answers: pages 159-60 

1 

- ... \ 

1 What do you understand by mass customization? (10 min) 

I 



2 What benefits might be derived from linking CAD to CAM? (15 min) 

3 What is the business significance of reducing development lead time? 
(20 min) 


Good answers will relate changes in 
technology to HRM issues such as 
resistance to change, redundancy and 
delayering. 
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Answers 

Operations management 


Scale of production 


Checkpoints 

1 The operations manager should work closely with 
marketing in order to fine-tune the output required for 
each product in each time period. This will reduce the 
amount of goods left in stock. Marketing will also gain 
a better understanding of the problems of operations 
and will, therefore, avoid making marketing claims or 
plans that are beyond the firm's production 
capability. 

2 Small local services might include 
hairdresser, plumber, electrician, window cleaner, 
gardener. 

3 A closed tank one metre square is made up of six 
panels of steel each 1 m 2 (materials = 6 m 2 ) giving a 
volume of 1 m 3 (1 m x 1 m x 1 m). Doubling the size 
of the tank to two metres square needs six panels of 
steel each 2 m 2 (materials = 6 x 4 m 3 = 24 m 2 ) but has 
a volume of 8 m 3 . Materials has expanded four-fold 
but capacity has increased eight-fold. This is a real 
economy of scale. 

4 Five other multinational companies might be 
Toyota, McDonalds, Microsoft, Nike, Kodak. 

Exam practice 

1 Start by defining the terms and giving one or two 
examples by way of illustration. 

Economies of scale lead to savings and lower unit 
costs of production. These lower costs allow a firm to 
enjoy either 

• a larger profit margin 

* or, by cutting prices, increased competitiveness and a 

greater share of the market 

Diseconomies add to unit costs and have the reverse 
effect. 

The thrust of the answer should explore the reasons 
for exploiting economies and avoiding diseconomies. 

2 There are many small firms in the economy therefore a 
supplier knows that it can easily replace one firm with 
another. The number of large firms, however, is much 
smaller and their purchases are the equivalent of many 
small firms. Losing one large customer might be the 
equivalent of losing many small clients. 

Delivering large quantities to a single address is also 
much easier and much cheaper than organizing several 
small deliveries to different locations. 

Administratively a single invoice for a large 
quantity is the same cost as a single invoice for a 
small quantity. 

For these reasons a supplier is more willing to keep 
a large customer even if it means offering discounts. 
The savings in administration and transport easily 
compensate the loss in revenue from the discount. 
Large firms can obtain bigger discounts because of 
their market power. 


Examiner's secrets 


This is one of the more obvious economies of scale. To 
differentiate your answer from everyone else's you could provide 
a number of examples. The large supermarket chains are able to 
command big discounts as they often guarantee to buy a firm's 
entire output. 


3 Some firms prefer to remain small because 

• the owner wants to retain full control of the business 

• the owner is not prepared to accept the risk 
associated with expansion 

• the surrounding market is not big enough to support 
a larger operation; this is often the case with 

local services particularly in rural areas or highly 
specialized fields 

• capital is not available even when the owners are 
willing to expand 

• they want to avoid a confrontation with a larger 
company which might perceive a growing business 
as a new threat 

• the market that the small firm servgg relies on 
personal service that would be lost if the business 
expands 


Grade booster 


'Bigger' does not always mean 'better'. The secret of a good 
answer is to relate your comments to the context, referring 
specifically to the business and its market mentioned in the 
question. Top marks will be awarded to answers that show 
evaluation, which in this case involves weighing up the relative 
pros and cons of expansion. 


V .. . 


[ Methods of production 

_ 


Checkpoints 

1 Batch production will be used where the order is of a 
reasonably large size for a standard product. Examples 
might be a school tie or a particular size of shoe. There 
should also be the chance of a repeat order so that the 
investment in design is worthwhile. 

2 Flow production will be used where there is a constant 
mass demand for a standardized product. The product 
should lend itself to production-line manufacture. 

Exam practice 

1 Start the answer by giving accurate definitions of the 
two production methods. Each of the following points 
can be expanded with the use of relevant examples 
Advantages 

• increased output that can service a much wider 
market 

• purchasing economies 

• increased productivity 

• lower unit costs 

• lower labour requirement 







• improved quality control 

• reduced need for work in progress 
Disadvantages 

• raising finance for new machinery 

• cost of training 

• demotivation caused by breaking up social groups 

• demotivation caused by deskilling 

• cost of redundancies 

• possibility of teething problems with new system 

• need for constant high level demand 

• breakdown results in total stoppage of production 

• may not be able to offer as wide a variety of items 
The final paragraph should come to a conclusion 

about the relative success of such a change. There is 
scope to link this operations question to other parts of 
the syllabus for example referring to the product life 
cycle of the good or the marketing issues surrounding 
the sale of the increased output. 


Examiner's secrets 


One of the main benefits from adopting flow production is the 
lower unit cost of the end product. This allows the firm to enjoy 
either increased profit margins or the scope for price reductions 
and increased competitiveness or a combination of both. A good 
answer will evaluate the relative pros and cons and link the 
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2 TQM is the attempt to establish a culture of quality 
within a business that affects the attitudes and 
actions of all employees. It aims to make everyone 
in the organization understand, meet and exceed the 
expectations of its customers. 

By 'customers' the organization means not only 
the end purchasers but also the 'internal' customers. 
Each individual and department serves another 
individual or group within the firm. TQM attempts to 
persuade each worker to regard the other workers as 
'customers' who have specific needs and demand a 
certain quality service or product. The satisfaction of the 
needs of all these 'customers' must be the result of a 
team effort. 

Quality can only be achieved consistently if people 
work together to discuss and implement new ways 
of achieving 'fitness for purpose'. TQM encourages 
the use of 'quality circles' as a means of identifying 
improvements while at the same time building team 
spirit. The views of the shop floor worker need to be 
given equal recognition with the views of line and 
senior management for the system to achieve 
continuous improvement. The overall objective is 
for the team to get it 'right first time and every time' 
and to aim for 'zero defects'. TQM is not a one-off 
target to achieve but a never-ending journey towards 
better and more efficient satisfaction of customer 
needs. 


Grade booster 


Good answers to TQM questions will stress the strategic nature 
of adopting such a policy. Successful implementation of TQM is a 
long process and needs the full backing of management, suppliers 
and employees. It is not a quick fix' for a low productivity 
problem. 


3 The opening paragraph must define what is meant 

by lean production. The body of the answer should 

concentrate on the following advantages and 

disadvantages but with reference to the car industry. 

Advantages 

• A reduction in unit costs that allows the manufacturer 
to enjoy wider profit margins or to reduce the price 
of new cars. 

• Increased quality control that should reduce waste 
and reworking and produce increased customer 
satisfaction. 

• A shorter product development time. This allows 
the car manufacturer to respond faster to changing 
consumer tastes such as the desire for safer vehicles 
or more fuel efficient ones. 

• Involving the workforce in the changes can lead to 
increased motivation and a rise in productivity. 

This again can bejjassed on in the form of lower- 
priced cars. 

Disadvantages 

• The slimming down of stock and work-in-progress 
increases the risk of downtime on the production 
line. 

• Significant change can result in worker resistance 
and poorer labour relations if not planned carefully in 
a co-operative manner. 

• Lean production may become associated with 
rationalization and redundancy. 

• It requires the full co-operation of suppliers who 
might not be willing to adopt such practices. 


Grade booster 


Ensure that your answers refer to the car industry. Answering in 
context is one of the prerequisites in levels of response marking. 
Evaluation can be shown by weighing the cost of the changes 
against the benefits of being first to market a car that matches 
customer preferences. 



j 

[Capacity utilization 

_ d 


Checkpoints 

1 The closure of the Halewood Ford Motor plant would 
have the following effects 

• Ford employees - immediate redundancy and the 
prospect of long-term unemployment unless they 
were willing to move to another car manufacturing 
area such as the Midlands. 








Grade booster 


• Surrounding businesses - direct suppliers to Ford 
would suffer reduced demand and they in turn would 
cut their workforce. General expenditure in the area 
would fall resulting in a loss of trade in the area 
that would further exacerbate the unemployment 
problem. Many small businesses would collapse. 

• Liverpool as a whole - unemployment would rise 
and the local authority would have increased call on 
its services for deprived families. Businesses might 
leave the area to relocate elsewhere. Liverpool might 
experience an exodus of young people as they move 
out in search of employment. 

2 The contribution per unit is only £10 - £5 = £5. The 
profit at any given level is given by the equation: 

Profit = (sales x contribution) - fixed costs 

(a) 50% capacity = 5 000 units 
profit = (5 000 x £5) - £40 000 
profit = -£15 000 

(b) 80% capacity « 8 000 units 
profit - (8 000 x £5) - £40 000 
profit - 0 

(c) 100% capacity - 10 000 units 
profit = (10 000 x £5) - £40 000 
profit = £10 000 

The business makes a loss at 50% capacity, breaks 
even at 80% and earns a profit of £10 000 at full capacity. 

Exam practice 

1 A firm can increase its capacity utilization without 
increasing output by reducing its current production 
capacity. This can be done in a number of ways by 

• selling off surplus machinery 

• moving to smaller premises or renting out part of 
existing ones 

• reducing the workforce 

All of these actions will cut the total capacity and 
therefore improve utilization as long as current output 
is maintained. 


Examiner's secrets 


This method of improving utilization is often adopted in periods 
of recession or difficult trading circumstances. It is a means of 
ensuring survival. 

.. . . 

2 A multinational firm would be reluctant to close entire 

factories for the following reasons 

• the cost of redundancies 

• the factory might have been established originally with 
the help of a government loan or grant, which might 
be repayable in part or in full in the event of closure 

• it could damage the global reputation of the business 

• in the event of an upturn in demand it might be too 
difficult for the remaining factories to increase supply 
quickly enough; this would give competitors the 
opportunity to gain extra market share 

• investment opportunities in other countries 
might be damaged if the firm gets a reputation for 
short-term ism 


In order to gain evaluation marks it would be necessary to 
comment on whether the firm thinks this downturn in demand is 
temporary or permanent. Closure of plants is a strategic decision 
and should, therefore, be part of the overall strategic plan. 


3 The term 'production must flow from demand' refers 
to the policy of only scheduling production when firm 
orders have been received. 

The advantages of this are that stocks are kept to a 
minimum and over-capacity is avoided. It also allows a 
more market-orientated approach by the firm. 

The drawback of such a policy is that the firm 
cannot cope with sudden changes in demand. This 
might give a competitor the opportunity to gain some 
market share. 


Grade booster 


This is a question of strategy and the firm must be sure that it can 
react fast enough to customer requests. In theory the policy is a 
sensible option but in practice it might not be so straightforward. 
Comments such as these will demonstrate evaluation. 






Production control 

L_ 

_ 


Checkpoints 

1 Labour productivity = 200 000/8 

= 25 000 bricks per worker per day 

2 Capital productivity = 150000/3 

= 50 000 bottles per hour 

Exam practice 

1 Labour productivity can be improved in several ways 
that need to be described in reasonable detail. The 
question, however, also asks for analysis. For each of 
the following methods you should mention some of the 
drawbacks as well as the benefits. 

• Increase investment in more modern equipment. 

This should result in increased output per worker 

as well as improved quality. This will only be the case 
if the new machinery is reliable and the workforce 
is skilled enough in its operation. The cost of buying 
and installing the machinery must not exceed the 
planned improvements. 

• Improve the skill level of the workforce by 
appropriate training. This not only improves ability 
levels but also has a motivating influence on the 
recipients of the training. This should be beneficial 
as long as the employees remain with the company 
after completing their training. It might be easier 

to recruit the right staff rather than to train existing 
employees. 

• Improve worker motivation. This can be done in a 
number of ways from offering financial incentives 
to involving them in the decision-making process. 
Reference to the findings and views of Herzberg 






would be useful. 

• Change of management style. Closer co-operative styles 
tend to result in improved productivity as responsibility 
is devolved down the command chain and the views 
of the workplace are actively sought. Reference to the 
kaizen approach would also be suitable. 


Examiner's secrets 


Most questions require you to adopt a sceptical approach. 
Nothing is entirely black or white, therefore you should avoid 
painting a one-sided picture. This is appropriate for all questions 
relating to change. 


2 Many firms have too narrow a view of what constitutes 
waste. For many it is confined to the poor use of 
physical resources such as raw materials. In fact there 
are several types of waste that need to be actively 
monitored and eliminated. These include 

• capital and interest waste - associated with the 
holding of too high stock levels; the opportunity cost 
is the return that could have been made if the capital 
tied up in stock was invested elsewhere 

• overproduction waste - sales forecasts that are too 
ambitious lead to stockpiles of goods that can only 
be cleared through heavy price discounting and 
much reduced profit margins 

• quality waste - goods that have to be reworked or 
are returned as faulty by customers are a form of 
waste as valuable time and resources must be used 
to correct the errors; it can also damage a firm's 
reputation 


Grade booster 


The elimination of waste is the essence of lean production. High 
marks can be gained by recognizing that the problem is concerned 
with human resource as much as it is about production methods. 

A keen and interested workforce is the key to the elimination of 
waste. 

___ 

3 (a) Improvements to capital productivity are often 
achieved with the purchase of new machinery. 

This can be a benefit to the workforce in the 
following ways 

• new machinery might be safer to operate 

• new machinery or new working practices could 
demand further training and the raising of the 
employee's skill level 

• better capital productivity can lead to better 
labour productivity with the opportunity for 
improved salaries 

• newer work practices tend to be more 
environmentally friendly which could lead to 
better working conditions 

(b) On the other hand improvements to capital 

productivity can be a problem to the workforce in the 
following ways 

• new machinery might mean the need for a 
reduced workforce; this would entail either 


re-deployment or redundancy 

• automated machinery might lead to the de-skilling 
of the operators' function 

• skilled and semi-skilled jobs could be replaced 
with monotonous low-skilled routines that lead to 
dissatisfied and demotivated staff 


Grade booster 


There are always two sides to an improvement. You must balance 
your comments so that both costs and benefits are analyzed. The 
recognition of the impact of change on the workforce is a popular 
exam question and one that demands a balanced answer. 


Research and development 


Exam practice 

1 Innovation is the bringing of a new product to the 
market place or a new process to the workplace. The 
problems associated with innovation include 

• the financial cost of turning a new invention into a 
marketable product 

• the problem of someone copying the idea; this can 
be solved through copyright and patenting but it is 
expensive to protect an idea on a world-wide basis 

• consumers need to be convinced that the 'new' 
product or improvement is really worthwhile. This 
often involves expensive and expansive advertising 
campaigns 

• new processes in the workplace must first overcome 
the resistance to change of the employees. New 
practices are often associated with rationalization and 
redundancy 

Despite these problems innovation is vital for 
long-term survival. This is especially the case in highly 
competitive markets. The innovation does not have 
to be radical in order to be successful. Small changes 
such as a plastic squeezable bottle or round tea bags 
have resulted in larger market shares for the innovating 
company. 


Grade booster 


Good answers will include relevant examples. The Sinclair 
C5 was an invention that was not a successful innovation 
as a general-purpose vehicle for the public roads. It was 
successful, however, when it was marketed as a luxury toy 
for people with large estates and as a mode of transport for 
theme parks. 


2 At each stage of the design process it is important that 
customer viewpoints are gathered to ensure that the 
final product will meet consumer preferences. Different 
market research information is needed at the following 
design stages 

• Original idea stage - an idea is generated often 
in response to qualitative research into customer 
preferences or problems. 

• Alternative solution stage - the alternative solutions 








need to be investigated with a sample of the final 
end users. Likes and dislikes identified at this stage 
will eliminate expensive reworking later on. 
Prototype stage - it is imperative that exhaustive 
research is conducted prior to the design of the 
production layout as even small changes at a later 
stage can not only be expensive but also delay the 
launch of the product. Microsoft release advance 
copies of new software programs to a small group 
of interested users in order to identify faults or the 
need for improvements. 

Consumer testing- this is the final stage before the 
expense of a marketing campaign. Research here 
is attempting to shape or confirm the best method 
for launching the product. It is at this point that the 
name of the product is finalized. 

Production and launch stage - it is vital to 
test customer reaction to the product so that 
improvements and alterations can be planned for. 


Design is an iterative process where each small step forward 
is assisted by reaction from consumers. A market-orientated 
approach depends wholly on accurate and exhaustive market 
research. In some ways it is an insurance against failure. 


Examiner's secrets 


In essence this question is about short-termism. Shareholders 
need to balance the desire for income now against the desire for 
long-term capital growth. The UK has been criticized for its short¬ 
term approach to investment in companies and it is no surprise, 
therefore, that firms in the UK invest much less in R&D than their 
major competitors. 


Critical path analysis 


Exam practice 

1 To calculate the float periods you need to use the 
equations given in the margin of the spread to obtain 
the following results 


Activity 

A 

B 

C 

D 

E 

F 

G 

H 


Total float 
14 
8 
0 
14 
3 
3 
0 
0 
0 


Free float 
0 
5 
0 
14 
0 
3 
0 
0 
0 


Shareholders want two things from their investment in 
a company. The first is a stream of income that comes 
from dispersal of profits in the form of dividends. 

The second is a capital gain from a rising share price. 
With these two aims in mind expensive research and 
development can be justified to shareholders in the 
following ways 

• Although R&D reduces current profits it leads to 
either cost savings in the future or new products that 
guarantee the long-term survival of the business. 

• Current products have a finite life span as 
demonstrated by the product life cycle. A successful 
business must have a range of new products to 
replace existing ones, as they become dated or as 
consumer preferences decline. 

• In a highly competitive market it is vital to match 
or better any advances by the main rivals. Ignoring 
innovation by competitors can result in a rapid loss 
of market share, which is often difficult to reclaim. 

• R&D investment can be protected through patenting. 
A successful innovation can be licensed to other 
firms and prove to be a highly profitable business on 
its own. For example Pilkingtons pic earn significant 
sums from licensing its float glass process. 


The activities that have no total float are the critical activities. 

The definition of these terms is a popular exam question.' 

k.______ 

The advantages of CPA as a control tool are 

• it provides a checklist for each day's activities; it 
indicates when resources should be arriving and 
when jobs should be completed by 

• in the event of a delay it allows management to 
reschedule tasks and to use any 'float' available 

• it highlights which activities are critical to the 
completion of the project on schedule 

• it allows 'what if' scenarios to be conducted so 
that management have a series of alternative plans 
available in the event of a major problem 


As with all of these operations research techniques, they are 
only as good as the data they are based upon. CPA is invaluable as 
long as the estimates are realistic. In exam questions the higher 
marks will be awarded to those candidates who appreciate the use 
of the model in the context of the question. For example the use of 
CPA to organize a film shoot invites answers about rescheduling the 
arrival of actors, the use of alternative venues, etc. 




Stock control 


Checkpoints 

1 (a) Order costs would be exactly the same no matter 

what size the order was. 

(b) Carrying costs would increase with the size of order 
as it would cost more to insure, transport, store and 
protect. 

2 The vertical distance between the minimum and 
maximum stock levels. 

Exam practice 

1 The objectives of stock management are twofold 

• to minimize the cost of holding stock 

• to ensure there are sufficient stocks to satisfy the 
requirements of users 

The cost of running out of stock is just as important 
as the cost of holding stock. A stock policy needs to 
identify all stock costs such as delivery, administration, 
storage, labour, deterioration, insurance, security, 
obsolescence and the cost of tying up financial 
resources. To optimize the balance between stock levels 
and requirements, a stock policy must provide a means 
for ordering and holding stock at predetermined target 
levels. The stock policy should also be flexible so that 
stocks adapt to changes in demand or supply. 

In the end, the stock policy adopted often depends 
on the firm s attitude to risk which can range from a 
high risk 'just in time' approach to a low risk 'just in 
case' approach. 


Examiner's secrets 


Definitions are a popular exam question and need to be accurate 
in order to get full marks. EOQ, lead time and buffer stock are the 
most commonly asked. 

2 Just in time manufacturing is a production system that 
is designed to minimize stock holding costs by carefully 
planning the flow of resources through the production 
process. It requires a highly efficient ordering system 
and reliable delivery often directly to the production 
line. This type of system is highly sensitive to customer 
demand. In some cases production only begins when 
an order is placed. The system originated in Japan in 
the 1950s but is now universally applied, especially 
in firms using flow production such as car assembly, 
electronics and bottling plants. 

Benefits to a manufacturer from its introduction 
include the following 

• improved cashflow since money is no longer tied up 
in stocks 

• reduced waste from obsolete or damaged stock 

• reduced cost of handling stock (space, shelving, 
security, store personnel, etc.) 

• less space required for stock holding therefore more 
available for production 

• relationships with suppliers are improved 

• more scope for use of computerized information 


system to improve integration of departments 
• workforce are given more responsibility and 
encouraged to work in teams or 'cells'; this should 
improve motivation 


Grade booster 


Good answers will give a balanced approach stressing both the 
benefits from JIT and the costs. JIT is a high-risk strategy for 
managing stock as the slightest delay will cause major disruption 
to production. 


3 Many exam questions about stock control require you 
either to draw a stock control chart or to interpret data 
from one. The data from the chart gives the following 
level 

• opening stock - 100 units 

• the EOQ - 80 units 

• usage - 20 units per week 

• lead time - 2 weeks 

• buffer stock - 20 units 


Grade booster 


Remember to state the correct time period for the usage rate and 
the lead time. This is a common exam error. If the usage is not 
linear then calculate the average by taking the opening stock and 
closing stock figures between each delivery and dividing by the 
number of time periods. 
v__ 


Quality control 


Checkpoint 

Quality initiatives can have the following costs and 

benefits 

Costs 

• can prove expensive 

• resistance to change from the workforce 

• it takes a long time before results begin to show 
ineffective unless fully supported by management and 

workforce 

Benefits 

• build team work 

• make everyone responsible for quality 

• lead to job enrichment 

• increased consumer satisfaction 

• cost savings 

• improved productivity 

• better trained staff 

Exam practice 

1 Quality assurance is the attempt to ensure that quality 
standards are agreed and met at each stage through 
the organization in order to guarantee customer 
satisfaction. 

The five main factors associated with quality 
assurance are 

* the quality of inputs such as raw materials and 
components 

• the quality of the design process 








• ensuring that the workforce has the appropriate skill 
level 

• ensuring that quality control methods are used in 
the production process and delivery times are met 

• the quality of advice at both the purchasing point and 
with after-sales service 


Examiner's secrets 


Quality assurance is an effective means of gaining market share 
and can be used in marketing to differentiate products from their 
rivals. BMW, VW and Mercedes have gained life-long customer 
loyalty through effective quality management and assurance. 

V___ 

2 As an essay this needs to be broken down into several 
parts. 

The introduction should state what is meant by 
'quality' and why it is important in an ever-increasingly 
competitive market. 

The body of the question should stress the need for 
quality at each of the following stages 

• Design - quality here means ensuring that the 
product or service meets the requirements of the 
consumer at the right price. Value analysis can be 
used to further enhance the quality of the product 
without necessarily increasing its cost. 

• Production - quality control at each and every stage 
must be 'built in' to the production process. This 
requires the active and willing participation of all 
workers and not just reliance on 'inspection' at the 
end of the production line. 

• Sales- quality advice is paramount. Discontented 
customers can seriously damage a firm's reputation. 

• After-sales service - this has been a neglected part 
of quality assurance for many firms. The prompt 
settlement of customer queries and problems is a 
good way of building customer loyalty and ensuring 
repeat sales in the future. 

Quality, therefore, is a concern of everyone in the 
organization no matter what stage he or she is involved 
in. Quality is not an extra. It is part and parcel of the 
product from its design to its delivery and satisfactory 
use by the customer. 


Grade booster 


It is essential that you differentiate between quality control 
systems and quality deliverance. The latter can only be achieved 
with a willing and conscientious workforce. A well-designed 
quality control system is useless if the operators are not 
committed to its purpose. 

V___ J 

3 ISO 9000 is an internationally recognized certification of 
quality management. As such it guarantees that a firm 
has a system of quality targets that it regularly 
monitors. It is not a guarantee of high quality. 

The advantages which might be associated with 
having the certification are 

• increased competitiveness 

• increased customer satisfaction 


• increased efficiency 

• reduced waste 

• improved communications both internal and external 

• increased motivation among staff 

• cost savings 

• reduction in errors as the system documents the 
correct procedure which helps workers to repeat 
good practice 

The combination of these can for many companies 
lead to increased profits as a result of lower costs and 
improved reputation. 


Examiner's secrets 


ISO 9000 is seen by many as a bureaucratic nightmare. The 
cost of establishing the documentation, the creation of quality 
manuals and the training of staff must be weighed against the 
supposed gains in efficiency. 




L Location of production 

1 

_ d 


Checkpoints 

1 A car assembly plant needs good access to transport 
links, a large area of reasonably cheap land but located 
close to a pool of skilled labour. The edge of a large 
conurbation is ideal. 

A power station to generate electricity needs to be 
located well away from urban areas for safety reasons 
especially if it is nuclear. It also requires cheap land but 
the number of workers is much smaller so closeness to 
labour is not such a crucial factor. 

2 Banks and insurance companies have closed many of 
their branches on the high street in order to reduce 
overhead costs. Call centres that are located on the 
edge of large urban areas, often on trading estates, 
have largely replaced the high street branches. 

3 Incentives included 

• relocation expenses for key personnel 

• training costs 

• capital grants to help cover the costs of land 
purchase and site preparation 

• investment grants towards the purchase of new 
machinery 

• free financial advice 

• subsidised rents 

• tax allowances 

4 Screwdriver plants are those that only assemble 
predominantly imported components. They are not 
involved in the higher value-added manufacturing 
process. Footloose companies are those with no long¬ 
term commitment to any particular location. They often 
stay in one location until the incentives finish and then 
move to a new area. 

Exam practice 

1 The problems associated with moving existing 
employees to a new location are 










• The distance involved between the new site and the 
existing one. The larger the distance, the less willing 
are the employees to commute on a daily basis. 

• The relative cost of housing is a factor when the 
relocation entails moving house. Firms relocating to 
a high-priced housing area will experience strong 
resistance from the current workforce. 

Employees with families are often reluctant to move 
because of family ties, children's education and their 
partner's employment. It would require a significant 
incentive to persuade a family to uproot itself for 
relocation in an 'unknown' environment. 

Overcoming these problems only adds to the cost of 

the move. 


Grade booster 


r . t . 

Evaluation marks can be gained by weighing up the relative gains 
from keeping the existing workforce against the cost of recruiting 
or training suitable new staff. It might be the case that 'key' 
personnel are given financial incentives to overcome their inertia 
whilst the remaining staff is recruited locally. 
_____ 


2 Questions about location are too often answered in a 
descriptive manner with little regard for context. This 
question requires you to choose the most appropriate 
factors and to justify that choice. 

The main factors chosen should be 
Fast food outlet Hypermarket 

• closeness to market • cost of land 

cost of land • closeness to market 

• labour availability • transport links 

The fast food outlet relies on passing trade and so 

its position relative to its customers is paramount. 

The hypermarket must be reasonably close to its 
customers but with a high car ownership most of 
these outlets are out of town to take advantage of 
cheaper land. 


Grade booster 


The strict order of location preference is not as important as the 
arguments that you use to explain their choice. Top marks will be 
awarded for those answers that weigh up the relative strengths 
of the location factors for each type of business. 


3 This question is asking for you to justify two or three 
types of business for which transport is an overriding 
concern. In general terms this will involve all those 
companies that trade in high volumes, bulky items or 
distribute on a national basis. Such companies might 
include 

• bulk forming industries such as soft drinks, e.g. 
Coca-Cola Schweppes at the intersection of the Ml 
and the M62 


• furniture manufacturers 

• haulage companies 

• supermarket distribution centres 

• import/export agencies 

• pharmaceutical distributors to the National Health 
Service 

large retail outlets that rely on serving a large 
population, e.g. IKEA, Toys R Us, cinema 
complexes, etc. 


Role of technology 


Exam practice 

1 Mass customization is the ability of a firm to apply 
flow production techniques while at the same time 
producing different types of product according to 
individual customer need. This is done by cleverly 
designing the components of the product so that they 
can be easily exchanged or substituted on a production 
line. This allows a firm to make to order but on a 
large scale. It is a mix of mass and job production but 
accomplished at high speed. 


Examiner's secrets 


This type of production can only work if the firm has an efficient 
just in time stock handling system. Each order 'pulls' specific 
components into the production line at the right time and in the 
right quantities. The use of computerized ordering is essential for 
this to be successful. 


2 By linking computer aided design (CAD) with computer 
aided manufacture (CAM) it is possible to enjoy the 
following benefits 

a reduction in the 'time to market' for new products 
therefore gaining a competitive advantage 
• a reduction in waste as problems are identified at an 
earlier stage 

greater co-operation between the design department 
and the operations function which can lead to more 
user-friendly techniques and instructions 
reduction in overall cost as changes made in one 
area are automatically made throughout the system, 
thus eliminating faulty production 


Examiner's secrets 


Integrating the design and operations functions should lead to 
significant time saving as well as greater co-operation between 
employees. The use of this type of technology produces a 
seamless' operation, thus avoiding the problems of co-ordination 
and departmental rivalry. 










3 Reducing development lead time can deliver the 

following advantages 

• 'first to market' means that a firm can charge a 
premium price for its product (skimming) before 
competitors follow with 'me too' versions 

• enhanced reputation as an innovator can help build 
customer loyalty 

• able to enjoy longer product life cycles than its 
competitors 

• reduces the cost of R&D 

• faster and longer return on initial investment 
which will make shareholders more appreciative of 
spending on research 


• more chance of innovative products reaching the 
market before customer preferences change 
Reducing the lead time removes some of the 
uncertainty associated with new product investment. 


Examiner's secrets 


Improving development lead time has strategic significance 
because it can deliver a competitive advantage. Any means 
of differentiating a business from its competitors is worth 
pursuing as long as the perceived benefits outweigh the costs. 


Revision checklist 

Operations management 


By the end of this chapter you should be able to: 


1 Demonstrate an understanding of scale and discuss factors 
affecting choice of operational scale. 

Confident 

—:--—-r - - 

Not confident 

Revise pages 132-3 

2 Demonstrate an understanding of job, batch, flow and lean 
production. 

Confident 

Not confident 

Revise pages 134-5 

’ 3 Analyse and discuss the impact of operating at under or over 

capacity. 

Confident 

Not confident 

Revise pages 136-7 

4 Understand the concept of efficiency and be able to measure 
labour and capital productivity and waste usage. 

Confident 

Not confident 

Revise pages 138-9 

5 Understand the nature of, and assess the importance of, 
research and development. 

Confident 

Not confident 

Revise pages 140-1 

6 Recognize the importance of planning and control of the 
production process. 

Confident 

Not confident 

Revise page 142 

7 Complete and interpret a CPA network diagram. 

Confident 

Not confident 

Revise pages 142-3 

8 Analyse and discuss the significance of stock control and 
interpret stock control charts. 

Confident 

Not confident 

Revise pages 144-5 

9 Analyse and discuss the significance of quality control and 
assess the different methods of controlling quality. 

Confident 

Not confident 

Revise pages 146-7 

10 Describe the factors influencing the location of production. 

Confident 

Not confident 

Revise pages 148-9 

11 Demonstrate an understanding of the application of technology 
to production, and assess its impact on production methods. 

Confident 

Not confident 

Revise pages 150-1 


































Accounting 
and finance 


Accounting is the process of recording a firm’s financial transactions in a suitable 
format and of summarizing this in the form of accounting reports. Accounting can be 
divided into two types, financial accounting and management accounting. Financial 
accounting is concerned with the production of the principal accounting statements 
that provide stakeholders in the business with an accurate view of the firm’s financial 
position. Management accounting, however, generates information for internal use to 
aid the analysis, planning and control of the firm’s activities. Together the two forms of 
information provide insights into the success or failure of past decisions and operations, 
thereby helping management to assess the opportunities and difficulties of future plans. 
It is important that you regard accounting information as one piece of the decision¬ 
making jigsaw that is supplemented with information from the other functional areas. 


• The three principal financial statements: the balance sheet, the profit and loss 
account and the cash flow statement. 

• The use and interpretation of ratio analysis to investigate comparative performance. 

• The importance of sound cash flow management. 

• The matching of needs for finance with suitable sources of finance. 

• The construction and manipulation of the break-even model. 

• The budgeting process and the application of variance analysis. 

• The application of investment appraisal techniques to capital investment opportunities. 


Topic checklist j 



AQA 

OCR 

WJEC 

AS A2 

AS A2 

AS A2 ; 

AS A2 

Use of accounts 

• 

O 

O 

Preparation of accounts 

• 

O • 

o 

Profit and loss account 

• 

o • 

o • 

Balance sheet 

# 

o • 

o • 

Cash flow management O 

O • 

o • 

o 

Ratio analysis • 

• 

• 

• 

Costs and revenue O 

o 

o 

o 

Break-even O 

o 

o • 

o 

Sources of finance O 

o 

• 

o 

Budgeting O 

o 

o • 

o • 

Investment appraisal • 

• 

o • 

• 







Use of accounts 


Accounting can be described as the collecting, recording 
and verifying of financial information. A broader 
and more helpful definition might see accounting as 
providing a database of information about the activities 
of an organization expressed in monetary terms. The 
role of the accountant isto accurately record transactions 
and to prepare reports on the finances of the business 
that will assist the decision-making process. 


_ Don't forget 

Alt businesses have a legal obligation 
to produce a set of accounts even if it 
is only for tax purposes. Private limited 
companies and pics must file a set 
of accounts with the Registrar of 
Companies, which is then available for 
public scrutiny. 


Seepages 166-71 


Links 


See pages 176-81 


Links 


_j Take note 

Computers now do a lot of the record 
keeping. The accountant's role is now 
more of a consultant and manager rather 
than a bookkeeper. 


Watch out! 


Do not make a judgement of a company 
based on a single year's accounts. Always 
look at a spread of years in order to 
identify patterns and trends. 


Financial and management accounting 


Accounting is the process of recording a firm’s financial transactions 
in a suitable format and of summarizing this in the form of accounting 
reports. Accounting can be divided into two types, financial accounting 
and management accounting. 

-♦ Financial accounting is concerned with the production of the 
principal accounting statements that provide stakeholders in 
the business (management, employees, shareholders, creditors, 
consumers and government) with an accurate view of the firm s 
financial position. It uses historical data and is predominantly 
backward-looking in that it summarizes what has happened in the 
previous accounting period. The principal output would include 
profit and loss accounts, balance sheets and cash flow statements. 

4 Management accounts, however, generate information for internal 
use to aid the analysis, planning and control of the firm’s activities. 
They are principally forward looking, acting as ‘information 
providers’ to the management team. This information would be in 
the form of financial forecasts, budgets, contribution statements 
and break-even charts. 

Together the two forms of information provide insights into the success 
or failure of past decisions and operations and enlighten management as 
to the opportunities and difficulties of future plans. It is important that you 
regard accounting information as one piece of the decision-making jigsaw 
that is supplemented with information from the other functional areas such 
as marketing, production and human resources. 


Internal users 


Most of the output of the accounting function is for internal use. 

The following groups are the main parties interested in the financial 
information. 

-4 Management - managers require financial information in order 

to review the success or failure of past decisions. In the light of these 
findings managers can then formulate future plans and strategy. 

4 Owners — existing owners want to know how their investment has 
performed and what its prospects are for the future. 
















-> Employees - in the increasingly volatile labour market of the 
modern economy, employees are justly concerned with job 
security and the likelihood of future wage improvements. The 
financial performance of the business is an indicator of the longterm 
health of the company and of the employees’ prospects 
within it. 


Don't forget 

Trade unions representing employees 
might use the annual accounts as a 
| bargaining point in wage negotiations. 


External users 


External groups, such as those below, have access only to the published 
accounts of the business. Their need is to build a picture 
of the firm’s operations, efficiency and overall stability. 

The main external users include the following 


Check the net 

Investigate three different annual reports 
from major companies at the company 
reports section of the Internet site 
www.bized.ac.uk 


*♦ potential owners - to compare the organization’s performance 
and prospects with those of other firms that offer investment 
opportunities 

-4 suppliers - to gauge the risk involved in extending credit to the firm 
-* government - to assess the tax liability of a business and also to 
compile statistics about the performance of the economy as a 
test of government policies and as an indicator of potential 
problem areas 

4 banks - to assess a firm’s creditworthiness for the granting of a loan 
or its ability to repay a loan already granted 
-* competitors - to measure their own performance against those 
of their nearest rivals and to indicate which firms are the most 
threatening in the market place. The accounts can also be used to 
estimate the cost of a takeover bid 
4 local community - to assess the prospects for employment in the 
area both in the short term and in the long term 
4 pressure groups - to provide them with information as regards 

the emphasis a firm places on the environment, such as money spent 
on waste management. The level of profits may indicate to consumer 
organizations whether the general public is being ‘exploited’ 


Checkpoint 


What term is sometimes used to describe 
all those who have an interest in a 
particular organization ? 


Grade booster 


Understand that stakeholders will look 
for different issues in a set of accounts 
e.g. high profits will be welcomed by 
shareholders but seen as exploitative 
by customers. 

k _.___T 


Exam practice answers: page 184 


1 Why might a firm considering the takeover of another business be 
interested in seeing the management accounts as well as the financial 
accounts of that business? (15 min) 

2 How has information technology affected the work of accountants in the 
supermarket trade? (15 min) 


Grade booster 


Think about the different objectives 
of the two types of accounting. For 
each question relate your points to 
the particular area mentioned, i.e. a 

takeover and a supermarket respectively. 

v_’_ J 
















Preparation of accounts 


Checkpoint 


Explain why independent auditors are 
needed to confirm that accounts of public 
limited companies have been properly 
prepared. 


The accounting process must produce statements that 
show a 'true and fair view' of the business's financial 
position and followa series of accounting concepts and 
conventions. The final accounts of limited companies 
must also satisfy certain legal requirements. 


Accounting concepts 


There are four fundamental concepts that underlie the production of a set 
of accounts 


Don't forget 

The accrual or matching principle is 
important as the accounting statements 
are for specific periods of time (normally 
a year). 


•4 going concern - assumes the business will continue to trade 
‘for the foreseeable future’ 

■4 accruals or matching principle - relates revenues and costs to 
the period in which they occur 

*4 prudence or conservatism - avoids an over-optimistic view of the 
performance of the business; the accountant recognizes revenue 
only when it is realized in an acceptable form but provides for all 
expenses and losses as soon as they are known 
*♦ consistency - maintains the same approach to asset valuation 
and the allocation of costs so that comparisons can be made 
over time 


Accounting conventions 


Many of the conventions have been adopted over time as tried and tested 
general rules. Here are five key accounting conventions 


Watch out! 


Intangible assets such as goodwill and 
brand names are included in the accounts 
only if they have been purchased, e.g. 
if the business has taken over another 
company. 

y __ y 


•4 objectivity - accounts are based on measurable facts that can be 
verified 

-4 separate entity - the company is recognized as a legal person in 
its own right, entirely separate from its managers and owners 
■4 money measurement - all assets and liabilities are expressed in 
money terms. 

■4 historical cost - all valuations are based on the original cost rather 
than current worth. Where items fall in value through use, they are 
depreciated or written down in value. This gives the company an 
objective valuation of its assets 
-4 double entry - all transactions involve two sides: giving and 
receiving. This is acknowledged in the double-entry system of 
bookkeeping where the source of funds is balanced by the use 
made of them 


Examiner's secrets 


In examinations you can expect to be 
tested on these conventions, either 
by defining some of the terms or by 
recognizing the application of them. 


These concepts and conventions underpin the work of the accountant 
and are critical for the production of accurate and meaningful accounts. 
Some are so fundamental that they have been incorporated into legislation. 
The overall aim of the concepts, conventions, legislation and professional 
standards is to ensure that accurate reporting adequately protects 
investors’ funds. 











Legal requirements 


The Companies Acts of 1985, 1989 and 2006 contain regulations which 
limited companies must follow in the preparation of their published 
financial information statements. The main points are 


-* public limited companies and some larger private limited 

companies must have their accounts independently audited with 
confirmation by the auditors that they represent a ‘true and 
fair view’ 

-* a set of accounts must be sent to shareholders and also made 
available for public scrutiny at Companies House 

The annual report of a public limited company (pic) will include 
the following components 

-* Chairman’s statement - a general review of the past period of 

trading, comments on market conditions and an assessment of future 
prospects 

the directors ’ report - a more detailed report on the company’s 
activities and policies 

•* a profit and loss account, balance sheet and cash flow statement 
*♦ notes to the accounts - further explanation of the figures in the main 
financial statements 

•* auditor’s report - an inspection of the accounts on behalf of the 
shareholders to ensure truth and fairness 


Action point 

; Compare the Chairman's statement from 
the 'Reports and Accounts' of three 
I different companies. How do their views 
of the future differ and for what reasons? 


Grade booster 


Make sure you understand the 
importance of concepts and conventions 
in ensuring a 'free and fair view' of a 
business's accounts. 

V_/ 


Professional requirements 


Accountants must belong to one of the professional accounting bodies. 

The profession has an Accounting Standards Board (ASB) which lays down 
rules ( Financial Reporting Standards - FRSs) that accountants should follow 
when dealing with various accounting problems such as stock valuation or 
depreciation. Older standards (pre-1990) are called Statements of Standard 
Accounting Practice (SSAPs), which are gradually being replaced by FRSs. 
Any serious breach of the Standards will result in the accountant being 
struck off’ from the professional body’s list and therefore be unable to 
practise as an accountant. 


Example 

An example of a professional body is 
the Institute of Chartered Accountants 
: in England and Wales (ICAEW) - 
www.icaew.co.uk 


Check the net 

; Visit the website of the FRC (Financial 
Reporting Council) at www.frc.org.uk 


Check the net 

Visit the website of the Financial Services 
Authority at www.fsa.gov.uk 


Exam practice answers: pages 184-85 


1 Why are concepts and conventions needed in accounting? (15 min) 

2 What difficulties are involved in assessing the current value of fixed 
assets? (15 min) 

3 What is the difference between 'revenue and expenditure' and 'receipts 
and payments'? (10 min) 


Grade booster 


Make sure you can distinguish between 
concepts and conventions and can relate 
both to the needs of investors, firms and 
the public interest. 

'Historic cost' and the 'matching 
principle' are often needed in answering 
exam questions. 
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Profit and loss account 



As the P&L account is a record of 
trading over a period of time, make 
sure that the heading reflects this, such 
as 'P&L account for the year ending 
December 2004'. 


Watch out! 


The profit and loss (P&L) account shows the revenues, 
expenses and the resulting profit (or loss) for a giver 
time period, usually a year. The statement illustrates 
the performance of the business and how successful 
it has been in recent times. Careful examination car 
reveal how effectively the business is coping with 
the market and any changes in it. Examining the 
statements over several years will help identify the 
trend for sales, costs and profitability. 


Checkpoint 1 


Can you give an equation for gross profitl 


Checkpoint 2 


Can you give an equation for net profitl 


The jargon 

Non-operating income is money earned 
from activities not directly associated 
with a business's core function such as 
rent from property, dividends from shares 
in other companies, etc. 


Measuring profit 


In its simplest form profit is the excess of revenue over expenses. 

There are, however, several definitions of profit that are used to 
analyse the performance of a business. 

■4 Gross profit - the amount of profit made on trading activities alone. It 
is calculated by subtracting the cost of goods sold from the turnover 
(sales). It does not include any indirect expenses (advertising, 
administration, etc.) or overheads (rent, rates, insurance, etc.) 

■4 Net profit or operating profit - the profit left after expenses and 
overheads have been deducted from the gross profit. 

■4 Pre-tax profits - net profit plus any non-operating income less interest 
■4 Profit after tax - total profit minus tax due. 

-* Retained profit - the amount of profit after tax and dividends that is 
kept within the business. 

These measures are calculated at different stages within the three parts 
of the profit and loss account. 


The calculation of cost of goods sold 
is a common exam question. Many 
candidates forget to include either the 
opening stock or the closing stock in 
their answers. 


The trading account 


The trading account shows whether the firm is making a gross profit from 
its core activities. It includes the revenue from sales (also referred to as 
turnover) minus the direct cost of production (the cost of goods sold). In 
order to conform to the ‘matching principle’ only the cost of those goods 
actually sold must be included. To achieve this the following formula is 
used 


opening stock 
+ purchases 
- closing stock 
= cost of goods sold 

This takes account of the stock brought forward from the previous year 
and available for sale, and the stock left unsold at the end of 
the year. 


The format for the trading account is 

Sm 

Sales turnover 

140 

Less cost of goods sold 

_§Q 

Gross profit 

60 


If cost of goods sold exceeds turnover a gross loss is made. 








The profit and loss account 


The middle section has the same name as the whole statement: the profit 
and loss account. It shows whether the firm makes an operating profit, 
when all other expenses are deducted from the gross profit, such as 
administration, selling costs and depreciation. This is a useful indicator of 
the trading performance of the business. To this figure must 
be added any non-operating revenue, which then gives us the profit 
before interest and tax ( PBIT ). Interest payable is then deducted to 
give the profit liable to tax. Interest is dealt with as a separate item, 
as it illustrates the burden of how the company is financed rather 

than how it carries on its core business. 


The format for the profit and loss account is 

Sm 

Gross profit 

60 

Less expenses 

15 

Operating profit 

45 

Add non-operating income 

_5 

Profit before interest and tax (PBIT) 

50 

Less interest 

_2 

Profit before tax 

43 

[The appropriation account 

The appropriation account explains how the profit after tax is dispersed. 
The after-tax profit could be used to pay dividends to shareholders or 
to keep as retained profits (reserves) for future use in the business. 
Shareholders generally expect dividends to rise in line with any 
improvement in the performance of the business. Management, however, 
may want to use profit to help expand, or to finance the future running of 

the business. 


The format for the appropriation account is 

Sm 

Profit before tax 

48 

Tax 

12 

Profit after tax 

36 

Dividends 

12 

Retained profit 

24 

[ Exam practice 

answers: page 1 85 J 


1 How is it possible to pay a dividend in a year when the business makes 
a loss? (8 min) 


2 Is a rising level of operating profit always an indicator of a successful 
business? (10 min) 

3 What other information is needed to put the profit performance in 
perspective? (8 min) 


Don't forget 

| The profit and loss account is sometimes 
i referred to as the 'Income Statement'. 


Example 

In the 1980s Sock Shop expanded quickly 
by borrowing to finance the purchase of 
high street sites. Although the company I 
traded at a profit it could not make 
: enough to cover the interest payments 
when the government raised the rate to ; 
; 15%. The business went into liquidation. 


Grade booster 


Make sure you recognize the difference 
between high quality profit (repeatable 
from normal trading activities) and low 
quality profit occurring from an event 
that is unlikely to occur again e.g. sale 
of spare land. 

v____ 


Grade booster 


A common mistake is to view dividends 
as an expense to be charged against 
revenue. It is not an expense but a 
distribution of profit. 

V——______ _ ■.. J 


Don't forget 

Interpretation of the profit and loss 
j account is likely to concentrate on 
'profit quality' and 'profit utilization'. 


Grade booster 


Make sure you can relate the items 

in the profit and loss account to the 

firm's actions and concerns. Check 

whether any improved profit is the result 

of the actions of the firm or 

a result of changes in the market, 
v_y 
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Balance sheet 


Examiner's secrets 


Do not worry about constructing balance 
sheets. In an exam you will only be 
required to read and interpret the data, 
particularly balance sheet strength. 

V _ J 


The balance sheet is a financial snapshot of the business 
on a particular date. It illustrates an organization's 
resources in terms of what it owns (assets) and 
what it owes (liabilities). The balance sheet is 
important because it reflects the financial health of the 
business. It shows whether the business can meet 
its short- and long-term debts and by allowing 
comparisons to be made with earlier balance sheets, it 
also reveals any changes taking place in the business. 
It should be viewed as a 'window' through which an 
understanding of the business can begin. 


.....J Don't forget 

.T ” ~ ” 

The accounting equation is 
'assets = liabilities'. 


The double entry system 


Double entry bookkeeping is a system of accounting that recognizes 
that all transactions have a dual nature, a giving and a receiving. Each 
event is recorded in two accounts as a debit in one and a credit in another, 
e.g. SI 000 spent on materials will reduce cash by SI 000 but increase stock 
by SI 000, leaving the balance sheet in balance. 



—( Don't forget j 

The balance sheet is a snapshot of the 
business taken on one particular day, 
normally the last day of the trading 
period. The title of the balance sheet 
should reflect this by being in the form of | 
'Balance sheet as at (date)'. 


Assets and liabilities 


Assets are the items that the business ‘owns’. They can be classified 

according to how long the business expects to use them. 

-» Fixed assets - assets that are to be used for more than a year, for 
example machinery, vehicles and buildings. 

-* Current assets - short-term assets whose value changes frequently 
during the year, for example stock, debtors and cash. 

liabilities are the amounts that the business owes. 

-4 Current liabilities - those debts that have to be paid within 
12 months and may consist typically of creditors, overdraft, 
declared dividends and tax due. 

-4 Long-term liabilities - money owed by the firm that has more than 
a year to maturity, such as bank loans and debentures. 

4 Shareholders ’ funds - money or resources invested by the share¬ 
holders for the long-term use by the business, such as share capital 
and retained profit. 


Use of funds 


The top half of a vertical balance sheet displays the assets that a business 
owns less its current liabilities at the bottom. It is normally 
set out in a two-column format, so that individual items can be 
shown on the left leaving the main totals to be seen clearly on 
the right. 
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Balance sheet as at 31/12/2007 


Fixed assets 

Land + buildings 

Sm 

Sm 

The iaraon 

25 



Net current assets - current assets - 

Machinery + vehicles 

Current assets 

_2 

27 


current liabilities (also referred to as 
working capital). 

Stock 

8 




Debtors 

4 


Take note 

Cash 

Less: Current liabilities 

Net current assets (working capital) 

3 

15 

O) 

8 


The stock figure in the balance sheet 
must be the same as the closing stock 
figure in the profit and loss account. 




Assets employed 


35 




Source of funds 


For a limited company, assets employed are matched by share capital, 
reserves and possibly long-term loans. 


Financed by: 
Shareholders’ funds 
Ordinary share capital 
Retained profit 
Long-term liabilities 
Bank loan 
Mortgage 
Capital employed 


Sm Sm 


15 

2 24 

5 

6 U 

25 


The balance between permanent capital provided by shareholders and 
borrowed funds (‘gearing’) is important. Too much borrowing places an 
interest burden on the business that legally must be met. 


Working capital 


Working capital is defined as current assets minus current liabilities. 

It is vitally important as many businesses fail not because they are 
unprofitable but because they lack sufficient liquid assets to pay their 
short-term debts. Small companies are often affected when they expand 
too quickly; cash is needed immediately to pay for extra materials and 
labour but problems arise when the increased sales are on credit. This 
situation forces the business to increase overdrafts or loans. This raises 
the firm’s costs and places it at risk from a rise in interest rates. 


Watch out! 


The source of funds is shown in the 

bottom half of the balance sheet. 

v___y 


-* V > f 

Why might a 'highly geared' company 
be at risk? 


The jargon L___ 

| Liquid assets are those which can be 
i easily converted into cash. 


Take note 


Analysis of the balance sheet can 
provide an insight into the strengths 
and weaknesses of a business e.g. its 
potential for growth, its stability and 
how it is financed. 


1 Does a balance sheet alone show a company's true worth? (15 min) 

2 What form can capital reserves take? (10 min) 

3 How can working capital problems be solved? (20 min) 


Grade booster 


Relate your knowledge of the balance 
sheet to the company's objectives and 
concerns. For example, declining working 
capital is an important warning sign 
that a business is experiencing trading 
problems. 

\ _ / 
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Cash flow management 


_ 4 The jargon 

The cash flow of a business is the sum 
of all the cash inflows (predominantly 
from sales) minus the sum of all the cash 
outflows. 


Cash is the most liquid of assets. It is the oil that allows 
the business machine to function smoothly. Without 
sufficient cash a firm could not pay its labour force, 
settle its bills as they fall due or take advantage of 
special offers. It is crucial that a business can estimate 
accurately the cash flows and identify problems before 
they happen. 


Example 

70% of businesses that collapse in 
their first year fail because of cash flow 
problems. 


The importance of cash 


Purchases of resources (labour, raw materials, transport, etc.) are 
transformed into finished goods and eventually sold to customers. Some 
of the sales generate cash immediately but some are on credit and so the 
business will suffer a delay until the debtors eventually settle their bills. 
This can cause a problem because the firm, meanwhile, still needs to buy 
further resources. For this reason cash management or cash budgeting 
is crucial to the effective running of all organizations. Each time the cycle 
is repeated a firm should increase its cash holdings by the amount of the 
mark-up on the goods. A fall in sales or a lengthening in the time debtors 
take to pay will cause the cash cycle to slow down and decline, thus 
threatening the existence of the firm. 


Cash flow forecasts 


Don't forget 


The finance manager must determine 
when there is sufficient cash, a surplus 
of cash or a shortage of cash and take 
appropriate action in each case. 


It is important to ensure that a firm has sufficient cash not only for its 
present level of operations but also for the future. The role of the cadi flow 
forecast is to help management determine the future cash position and to 
plan remedial action for any problem periods. A cash flow forecast is an 
estimation of future receipts and expenses. The cash flow statement is set 
out as a simple table showing the opening cash position, the cash inflows 




and the cash outflows over the period, and the closing cash position. 




Cash flow &m 

J 

F 

M 

A 

M 

J 

Don't forget 

Opening cash 

52 

43 

48 




The cash flow forecast is only as good 


Cash inflow 

13 

14 

17 

19 

22 

21 

as the estimates it is based on. You can 


Cash outflow 

(22) 

(9) 

(12) 

(15) 

(18) 

(17) 

complete this forecast in your answer to 
question 3 (page 171). 


Closing cash 

43 

48 





"------ — - —.•.■ - - 


To be of any worl 

ihwhile use 

; to the t 

msinessp 

rerson it 

must be as 



realistic as possible. Sales must be based on market research and not be 
over-estimated. Expenses can be based on quotations or historic costs 
adjusted for inflation. Wherever possible the convention of prudence must 
be applied. 

Effective control of cash and the level of working capital will allow a 
firm not only to survive and expand but also to reduce business costs and 
add to profits. 














Sources of cash flow problems 


The cash flow can be affected by any of the following 

-4 Overborrowing As businesses grow they require more cash and may 
resort to borrowing which increases the firm’s interest payments. 

-4 Stockpiling The holding of stocks of raw materials, work in progress 
and finished goods is an expensive exercise. Where a firm keeps 
unnecessarily high levels of stock it has valuable funds tied up in an 
unproductive area. 

•4 Overtrading This occurs where a business is attempting to expand 
its operations without sufficient working capital. It is often seen 
among new firms which experience rapidly growing orders and 
an increasing level of debtors. The firm has to finance further 
production through an overdraft or extra loans. 

-4 Poor credit control Not paying enough attention to the prompt 
payment of debtors leads firms to costly borrowing and the 
possibility of bad debts. 

*4 Market changes Consumer demand is prone to change as new 
products come on to the market or tastes and fashion alter. This can 
seriously affect sales and reduce cash inflows. 


Cash flow solutions 


Without enough cash the business will have insufficient funds to pay 
wages, suppliers and running costs for the current level of output. This 
may cause the business to either request an overdraft or for the owners 
to inject more capital. If these options are not available then the firm must 
remedy the situation by a combination of 



How would the following affect cash 
flow? 

(a) increase in inflation 

(b) strike action 

(c) unexpected breakdowns 


Test yourself I 

Recall the elements involved in the 
working capital cycle. Draw a circular 
diagram to show the cash inflows and 
cash outflows experienced during the 
cycle. 


-4 cutting expenditure - this can be achieved by reducing current output 
levels, reducing labour levels, ordering in smaller quantities (thus 
missing out on discounts), etc. 

"4 delaying cash payments - negotiating longer credit periods with 
suppliers, postponing the purchase of new assets, leasing or renting 
equipment rather than buying it, etc. 

-4 increasing cash inflows - boosting cash by the sale of stock at 
reduced prices (thus lowering profitability), selling off some fixed 
assets, selling debtors to a factor, etc. 

These are in themselves only short-term measures. The business may 
need to address cash flow problems with a long-term solution, such as a 
fresh injection of capital or reducing operations to a level commensurate 
with the finance available. 


Grade booster 


Good candidates will recognize if a 
cash problem is short-term or long-term 
and suggest an appropriate solution 
For example, the need for extra stock 
at Christmas can be financed by an 
overdraft but rising annual demand 
would need more permanent financing. 


' 4 <-.’■ CS-.-t ’ -.1 ;< 

1 What are the main advantages of constructing a cash flow 
forecast? (15 min) 

2 What are the limitations of a cash flow forecast? (15 min) 

3 Complete the cash flow forecast on page 170 and determine the 
closing cash balance for June. (10 min) 


Take note j.___ 

: Do not confuse profit with cash. Many 
j profitable firms are cash-starved because 
I sales have been made on credit. 
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Ratio analysis 


Ratio analysis involves the examination of accounting 
data to gain understanding of the financial performance 
of a company. It is useful to all stakeholders as it provides 
insights into the performance, financial liquidity and 
shareholder returns of the business over time. 


Analysing financial statements 


Ratios used on their own are largely meaningless. The statement that 
‘profits have grown by 10%’ might appear satisfactory but not if prices 
have risen by 15%, competitors have secured 20% increases in profits 
and the firm has used 20% more capital to generate the extra sales! It is 
essential to have a means of comparison either with previous years or with 
other firms of a similar size. 


Profitability ratios 


Profitability ratios measure the relationship between profit in its various 
forms and sales, assets and capital employed. 


- — 

The jargon 

-4 

Gross profit 
margin 


-4 

Net profit 
margin 


■4 

ROCE = 

operating profit 
capital employed 



Gross profit margin - this ratio examines the relationship between 
profit (before overheads are taken into account) and sales. 

Net profit margin - this ratio examines the relationship between 
profit (after all expenses are taken into account) and sales. 

ROCE (return on capital employed ) - this is the most important ratio 
as it measures the efficiency with which the business generates 
profits from the capital invested in it. 


.- ,----—, (_ Don't forget 

Investors and shareholders want to see 
a continually rising ROCE which in itself 
puts pressure on management to perform. | 


These ratios provide a picture of the profitability and efficiency of 
the business. The desired result is to either generate more profits with 
less capital investment or to make the existing capital work harder by 
generating more sales. Increased profitability can be achieved by m akin g 
more profit on each item or selling more items. This principle is very 
simple in theory but much harder to put into practice. 


Stock turnover 


stock 

sales 


The jargon 

x 365 days 


Debtor turnover 


debtors 

sales 


x 365 days 


Asset turnover 


sales 
net assets 


Activity ratios 


Activity ratios measure how well a firm manages it resources. 

-* Stock turnover - this measures how long it takes for a firm to sell 
and replace its stock. Each time the stock is sold it generates 
more profit so the aim is to turn the stock over as quickly as 
possible. The ratio can be expressed as a number of days or as 
a number of times per year. 

*♦ Debtor turnover - this measures how quickly debtors are paying their 
bills, i.e. the average collection period. 

*♦ Asset turnover- this measures the sales generated from each pound 
of assets invested in the business. The aim is to create as much 
sales as possible as each sale should add to the profit figure. Some 
businesses, however, will by their nature have a slow turnover and 
must therefore have a high profit margin, e.g. a high-class jeweller. 
Other firms rely on a high turnover with a low profit margin such 
as supermarkets. 


172 















Liquidity ratios 


Liquidity ratios provide a measure of risk, as they are concerned with the 
short-term financial health of the business. Too little working capital and 
the business will not be able to meet its debts. However too much working 
capital represents an inefficient use of resources. 

-* Current ratio - measures how well short-term assets cover current 
liabilities. For most businesses a ratio between 1.5 and 2 is ideal. 
Acid test ratio - a more stringent test of liquidity as it only takes 
account of current assets that can easily be turned into liquid funds 
(cash and debtors). Most firms seek a value of at least 1. 


The jargon 


Current ratio = 


Acid test = 


current assets 
current liabilities 

current assets-stock 
current liabilities 


[Gearing ratio 

V_ 

Rmrinnntin lon 9-te™ loans 

The gearing ratio focuses on the long-term financial health of the business 

uediiny rdiio - - z— - ; -- x Ulr/o 

capital employed j 


by showing how reliant it is on borrowings. Highly geared companies have 
a large interest burden that might prove difficult to sustain in an economic 
downturn. 


Shareholder ratios 


Shareholder ratios reflect the returns on investments. 

Earnings per share (EPS) - a good indicator of management’s use of 
the investors’ capital as it measures the profit performance over time. 
-» The price/earnings ratio (P/E ratio) - an indicator of investor 
confidence as it shows the relationship between earnings and the 
current market price of the share. 

Dividend yield - this is the annual dividend expressed as a 
percentage of the current market price and shows the return that a 
new investor could expect. It is easy to compare this ratio to other 
forms of investment, such as savings accounts. 

Shareholders want to see two trends, an increasing return on 
investment in the form of improved dividends and an increase in the 
capital value of the investment in the form of a rising share price. 


Limitations of ratio analysis 


Ratio analysis must be used with care as the ratios are based on historical 
data, whereas the economy is dynamic and ever-changing. Inter-firm 
comparisons are difficult because of different sizes, year- 
ends, company objectives and accounting practices. Non-quantitative 
information must also be considered, such as the quality of a firm’s 
management and the skill base of its workforce. 


What do you understand by the term 
'highly geared'? 


The jargon 


P/E ratio 


Checkpoint 2 


net profit after tax 
number of ordinary shares 

market price (pence) 

EPS(pence) 


What type of value for the P/E ratio might 
indicate confidence in a business? 


The jargon )____ 

Dividend _ dividends per share 


yield market price per share 


x 100% 


Information expressed in figures is not 
always accurate. Stock values and 
depreciation are themselves subjective 
assessments. 


Exam practice 


answers: page 187 


1 How might a finance house use accountancy ratios when considering a 
loan application from a firm? (20 min) 

2 Must ratios have additional information to be useful? (30 min) 

3 What does the debtor collection period tell you about a firm's financial 
control? (10 min) 


Grade booster 


Interpret the ratio figures in relation to 
previous years, of other companies or 
industry averages. Try to identify trends, 
for example falling profits or rising 
debtor levels. 
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Costs and revenue 


The jargon 

Short run is that time period during which 
some of the factors of production cannot 
be changed, e.g. factory size. 

! Long run is that time period when all 
factor inputs can be changed. 


Examiner's secrets 


For exam purposes you need to define 
and to recognize the various types of 
costs and to apply the main techniques 
of cost allocation. 



What costs must a business cover in the 
short run to keep trading? 


Example 

Power, telephone and water charges often i 
have a fixed charge for rental and an 
added variable charge for usage. 


Cost and revenue information is crucial for decisions 
about price, output and new product development. It 
is important to understand the different types of costs 
and how they behave over time, in both the short run 
and the long run. 


Cost classification and cost allocation 


In order to make meaningful decisions a manager must have cost data for 
each product, department and function of the business. The problem 
with this is how to accurately define the costs and how to allocate the 
costs of the business to the various products and departments. Some costs 
are easy to allocate, such as raw materials, but many costs are shared 
among several products or departments, for example rent and security. 
Allocation becomes increasingly subjective especially where fixed costs 
are concerned. The management accountant attempts to overcome this 
problem firstly by classifying costs into fixed and variable costs or direct 
and indirect costs. These are then allocated as accurately as possible to 
the cost centres that generate them. In this way centres are made aware of 
their responsibility to control costs. 


Fixed, variable and semi-variable costs 


-» Fixed costs - those expenses that do not alter in the short run in 
relation to changes in output, e.g. rent, insurance and depreciation. 
These costs are linked to time rather than level of business activity. 
-» Variable costs - those expenses that do alter in the short run to 
changes in output, e.g. raw materials, packaging and components. 
They are payments for the use of inputs. 

-♦ Semi-variable costs - those expenses that vary with output but not 
in direct proportion, e.g. maintenance costs. They often comprise a 
fixed element and a variable element. 



Direct and indirect costs 


An alternative means of classifying costs is by means of allocation. 


Examiner's secrets 


Only fixed and variable costs will be 
included in calculation and graph work. 

You might be required to define semi¬ 
variable costs and to provide examples. 

V.___ J 


-4 Direct costs - those costs that can be directly identified with a 
product or cost centre. They are mainly variable costs but can 
include some fixed costs, e.g. the rent of a building solely used for 
one product. They are also referred to as prime costs. 

-* Indirect costs - are those costs that cannot be allocated accurately 
to a cost centre or product, e.g. administration costs, management 
salaries or maintenance costs. Another term for them is overheads. 
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Total cost 


Total cost is the addition of all fixed and variable costs (plus any semi¬ 
variable costs). Where fixed costs form a significant part of total costs it is 
important for a business to maximize sales so that the fixed cost element is 
spread across as many units of output as possible. 

The total cost is used by the business to see how much finance is 
required for each level of output. 



The jargon 

: Total cost (TC) - fixed cost (FC) + 

variable cost (VC) 


Don't forget 

i Cost and revenue information help the 
: business to calculate the break-even level i 
j of production. See page 176 for more on 
i break-even. 


Average cost and marginal cost 


Average cost is the cost per unit of production and is found by dividing 
total cost by total output. Average cost can be used to establish the basic 
price level by adding on a suitable mark-up. 

Marginal cost is the extra cost incurred in producing one more unit of 
output. It is needed to calculate a product’s contribution, which is used in 
some short-run decisions such as special orders. 


The jargon 

| Average cost 


total cost 


total output 
Contribution - price - marginal cost 
Total revenue - price x quantity sold 


Revenue 


Total revenue is the amount of money a business receives from selling its 
products. It is calculated by multiplying the number of units sold by the 
unit price. In order to make a profit a business must ensure that its total 
revenue is greater than its total costs. In order to increase profits 
a business must increase total revenue, reduce total costs or both. 

Total revenue can be increased by 

*♦ increasing the number of products sold at the current price (better 
advertising, promotions, etc.) 

■4 reducing the price in the hope that the number sold will increase 
by a greater proportion (see price elasticity of demand, page 87) 

Total cost can be reduced by 

4 reducing the overheads or fixed costs (selling surplus machinery, 
renting out or selling unused premises, cutting management costs) 
4 reducing the variable costs per unit (obtaining cheaper raw 
materials, improving productivity, etc.) 



How would you define total profitl 


Grade booster 


Make sure you recognize the limitations 
of break-even analysis. It is useful only 
in the short run when costs and revenue 
per unit can be assumed to be fixed, 
v_/ 


Exam practice answers: pages 187-8 j 


1 What do you understand by the term 'cost centre'? Give examples. (15 min) 

2 For what reasons might a business seek to maximize sales revenue? (15 min) 

3 Reducing the workforce may not cut costs. Discuss. (15 min) 


Grade booster 


Accurate definitions and appropriate 

examples are needed to score high 

marks on cost-related questions. 

V_ ' . _ J 
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Break-even 


_( The jargon J 

Break-even point is that level of output 
that earns sufficient revenue to cover all 
: costs. An alternative name for break-even 
is cost-volume-profit analysis. 


-v_ 


Don't forget 


Management must ensure that break- 
l even is achieved on a long-term and 
continuing basis if the business is to 
; survive. 



The most important goal in business is to survive 
and that means breaking even, i.e. making sufficient 
revenue to cover total costs. 


Importance of break-even 


Break-even provides the firm with its first target, i.e. covering all its costs. 
Any output beyond break-even will then generate a profit. Rising costs and/ 
or falling prices will cause the break-even output to increase. Falling costs 
and/or rising prices will cause the break-even output to decrease. This 
approach also helps to focus management’s attention on the importance of 
limiting fixed costs and ensuring good control of variable costs. 


Break-even charts 


A break-even chart is a graphical means of representing cost and revenue 
data. It is based on the following assumptions 

** all output is sold and there are no additions to stock 
prices and costs per unit remain unchanged 
there are no economies of scale associated with higher output 
economic conditions are static, i.e. no changes in market demand, 
competitor reactions, government regulations, taxes or technology 


A new business with fixed costs of £3m, variable cost of £8 per unit and 
a selling price for its product of £20 would have the following chart 


____.._Action point 

; Draw a break-even chart with fixed costs 
of £2m, variable costs of £5 per unit and a j 
| selling price of £15. Check that the break- 
; even occurs at an output of 200 000 units, j 


The jargon 

Projected sales (output) is sometimes 
i called budgeted output. 

Margin of safety is the amount by 
! which demand can fall below projected I 
output before a firm starts to make a loss, j 
It is sometimes shown as a percentage of 
the projected sales (here 37.5%). 
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Break-even point and margin of safety 


The break-even point and margin of safety can be determined by 
graphical means or by calculation. 

-* By graph The break-even output level is where the sales and total 
cost lines cross. From the chart it can be seen that the business 




















must produce and sell 250 000 items to break even. The project’s sales 
are 400 000 which would give the firm a margin of safety of 150 000 
items (projected or budgeted output minus break-even output). 

*♦ By calculation using the equation 


Break-even (B/E) = 


_ Fixed costs _ 

Contribution per unit (c/u) 


where c/u is given by ‘price minus variable costs per unit’ 


The jargon 

Contribution per unit - price - variable ! 
cost per unit ; 

j Since total cost is a straight line, 

| variable cost per unit is the same as 
marginal cost 


B/E = 


£3m 
£ 20-£8 


£3m 

£ 12 " 


B/E = 250 000 items 


Advantages 


The advantages of this model are that 



What will happen to the chart if 

(a) price falls 

(b) fixed costs rise 

(c) variable costs rise? 


*♦ the model is easy to understand and use 

the break-even point (or output) is easily determined 
*■> the profit/loss of other levels of sales can easily be found 

the impact of price changes can be seen by altering the slope of the 
TR line 

^e impact of changes in the fixed costs can be seen by altering the 
starting point (intercept) of the TC line 

-* the impact of changes in variable costs can be seen by altering the 
slope of the TC line 

•4 sensitivity analysis can be performed for any change of 
circumstances 


The jargon 


Sensitivity analysis means conducting 
'what if scenarios to see what would 
happen to B/E and profit if various factors 
charioted. 


Limitations 


The disadvantages of this model are that 

•4 it is too simplistic in assuming that price/costs are constant Don’t forget 

"4 the conclusions drawn are only as good as the accuracy of the data j r . ~ , .. , ' 

they are based on i Tha m ° del 18 °" ly valld m the short term 

'and when conditions are reasonably 

h is assumed all output is sold and no additions to stock are made stable. 

■4 there are no economies of scale associated with higher levels of 
output 

-4 economic conditions are assumed to be static, i.e. no changes 
in market demand, competitor reaction, government regulations, 
taxes or technology 



1 Outline two reasons why a firm might want to use break-even. (10 min) 

2 'Break-even analysis is not very useful because it is a static model!' How 


far do you agree with this statement? (30 min) 

3 Using the chart above or by calculation determine what happens to the 
break-even point and margin of safety when 

(a) variable costs rise to £10 per unit 

(b) as well as (a) price falls to £16 per unit. (20 min) 


Examiner's secrets 


Break-even is 3 fairly powerful tool that 
is easily understood. Ensure that you 
stress that it is only useful in the short 
term when some of the assumptions 
hold true, such as prices and costs being 
constant as output changes. Be able 
to find the break-even point, margin of 
safety and projected profit. 
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Sources of finance 


Every business needs finance and there is a growing 
number of financial institutions willing to supply it. 
The skill required is to match the needs for finance 
with the most appropriate sources in terms of time, 
cost and risk. 


The jargon 


Working capital is the finance required 
to fund the day-to-day operations of the 
business. 

Fixed assets are items that have a 
long-term use, such as land, buildings and 
machinery. 


The need for finance 


There are two main areas where finance may be required. 

*+■ Funding of extra working capital This is particularly important when 
sales are expanding and more raw materials, work-in-progress and 
stock is needed. This type of finance tends to be short-term, often 
on a rolling basis, where more credit is taken out as earlier debts 
are repaid. 

Financing of fixed assets This requires a medium- and long-term 
commitment of the lender. 

Once the need has been identified the next stage is to determine 
the total capital required, how long it is required for and how much 
can be generated internally. Any extra must be sought from external 
sources. 



Ploughed back profits account for almost 
two thirds of all company finance. 


The jargon 

Short-term loans are those which are 
repayable within the year. Long-term 
loans are for more than one year. 


Grade booster 


In recommending a source of finance 
make sure you have matched it to the use 
of the funds i.e. short-term finance for 
temporary problems, long-term finance for 
capital investment. 


interest to pay or repayments to be made. 

In extreme cases assets can be sold to raise funds, but only when more 
conventional means have failed. 

Internal sources, however, are often not enough on their own and so 
funds must be generated from outside the business. 


External sources (short-term) 


Short-term sources of external finance are normally required to fund 
extra working capital. The three main methods available are 

-* Bank overdrafts - banks allow the borrowers to overdraw funds 
in excess of their bank balance up to an agreed total limit. For 
businesses, overdraft facilities are often provided on an indefinite 
basis, thus providing a continuous line of credit. 

-* Trade credit - a supplier grants a period of credit of between 30 
and 90 days before payment is required for goods delivered. It is 
in effect an interest-free loan for the period of credit. Trade credit 
is the largest single source of short-term finance. 

-* Debt factoring - outstanding debtors are ‘sold’ to a factoring 
company, which advances up to 80% of the debts outstanding. 
The remainder is paid, less commission, when the total debts 
have been collected. This improves immediately the cash flow 
of the business and removes the burden of credit control, which 
is taken over by the factoring company. 
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External sources (long-term) 


Long-term sources of external finance are normally required to fund 
fixed assets. Finance for between one and five years is mostly used for the 
purchase of capital such as plant, machinery and vehicles. Finance for five 
or more years is used principally for the purchase of capital assets that 
have a long life, such as land and buildings. 

The principal types and sources of long-term finance are 

*4 Loans - a formalized agreement between the borrower and the 
lender, normally a bank. The capital borrowed must be repaid over 
a stated period together with interest in regular instalments. 

•4 Hire purchase - the purchase of a capital asset by paying a deposit 
and regular instalments over a period of time. Finance houses, which 
retain ownership of the equipment until the last payment has been 
made, provide the funding. 

■4 Leasing - the firm (the lessee ) pays an agreed rental for the leasing 
of equipment from the leasing company (the lessor). This eliminates 
the need for the firm to commit large sums of money to the outright 
purchase of an asset. At the end of the lease the equipment 
is returned to the leasing company. 

•4 Share issues - this is the most important form of funds for limited 
companies. The principal advantages of share issues are that the 
company receives a ‘permanent’ injection of capital and can raise 
further funds in the future. 

-> Mortgages - a long-term loan for the purchase of property provided 
by banks and building societies. 

■4 Debentures - a type of fixed period loan secured against the firm’s 
assets and paying a fixed rate of return. 

*4 Venture capital - risk capital mainly provided by merchant banks in 
return for interest and part ownership of the business. 


Choice of finance 


Informed choice will match the duration of the need to the duration of 
the source of finance. For items required in the short term, such as an 
expansion of stocks at Christmas, a combination of extra trade credit and 
a larger overdraft may suffice. For items lasting longer than one year it is 
best to use a more permanent form of finance. This is where medium- and 
long-term sources should be used. The financial manager must consider 
criteria such as availability, flexibility, duration and risk, as well as the cost 
of borrowing, in making a final choice of supplier. 


Exam practice answers: pages 188 9 


1 Why might it be difficult for a new firm to obtain external finance? (10 min) 

2 What are the advantages and disadvantages of raising funds from the sale 
of shares? (15 min) 

3 Compare factoring and an overdraft as suitable sources for financing an 
increasing amount of debtors. (20 min) 



Compare the advantages and 
disadvantages of loans as compared with 
share issues as a source of finance. 


Action point J......... 

Compare the cost and terms of hire 
purchase agreements offered by high 
street retailers in your area. 



How might the risk to the business vary 
with the type of finance used? 


Links 

The type of finance chosen may change 
the financial ratios of a business (see 
pages 172-3). 


Watch out! 


The cost of any extra borrowing should 
be offset by the extra profit from 
increased sales. 

V_;_____ 


Take note 

Cost is not always the overriding 
element in finance decisions. 

; Appropriate finance means matching the 
; type of finance to its use. The element of 
risk may also play a part. 


















Budgeting 


_ { The jargon 

A budget is a financial plan quantified in 
monetary terms, prepared and agreed in 
I advance, showing the expected revenue 
I and expenses over a given period of time. 


One of the main problems that a business has to face 
is planning for the future and controlling events or 
reacting to them as the future unfolds. A budget aims 
to help overcome this problem. It is a plan of action, 
quantified in monetary terms, for the forthcoming 
period. The main purposes of a budget are to plan the 
activities of the next accounting period, to help control 
the business as it progresses through the period and 
to analyse any variations from the plan. Remedial 
action can then be taken before any problems become 
too serious. 


.... I ' The jargon 

‘Goal congruence' is where all employees j 
are pulling in the same direction, 
satisfying their own interests while 
achieving the aims of the business. 


Planning the budget 


Planning the budget should involve the whole business. Management often 
initiates the process by recommending some short-term goals (such as a 
sales target) in line with the firm’s long-term goals (such as a growth in 
market share target). These targets are then communicated to the various 
departments (production, marketing, sales, distribution, etc.) for their 
assessment as to the feasibility of the targets and the resources needed 
to achieve them. The separate department budgets are then coordinated 
into a final or master budget. The final budget should, therefore, act as 
a motivator as it is a combination of ‘top down’ target setting by senior 
management and ‘bottom up’ resource planning by departments. An 
‘agreed’ budget should be demanding but at the same time attainable and 
realistic. 


Take note 

An organization can be divided into 
; 'Cost and Profit Centres', each responsible 
; for managing part of the 'master' budget, 
j This can act as an incentive to the 
I budget holder 


Control 


Control is exercised through ‘management by exception’, i.e. by 
investigating items that differ significantly from the projected budget. 

A typical annual budget will be divided into monthly review periods 
at the end of which the planned and actual costs and revenues are 
compared. Differences are referred to as variances. Some will be 
‘favourable’, such as lower than expected costs or higher than expected 
revenues. Others will be ‘adverse’, such as higher costs or lower sales and 
revenue. Variances regarded as ‘significant’ will be investigated further. 


Variance analysis 


Variances can be significant because of their size (costs over-running by 
j Don't forget thousands of pounds) or because of their importance (a continued fall in 

Variances act as alarm bells to warn [ sales of a main P roduct > fiances may help to alert management that 
management. activities are deviating from the proposed plan and to suggest 

that remedial action is required. This is not unusual in an economic 
environment that is constantly changing due to increased competition 
and rapid technological change. Variance analysis is both an early warning 
system to highlight problem areas and a monitoring system to reassure the 
business that its plans are accurate. 

In examinations it is common for questions to highlight differences in 
material costs, labour costs, sales volume and sales price. 

The answers involve an analysis of the true cause as being one of 
















booster 


Adopt a two-stage approach to variance 
analysis. First identify the size of the 
variance, then identify the cause of the 
variance (volume, price or both), 
v-_---, 


Advantages 


The main benefits of budgetary control are 

the use of resources is regulated, drawing attention to waste and 
inefficiency 

"* problem areas are highlighted in time for corrective action to be 
taken 

department managers are made aware of their financial 
responsibilities and the importance of good cost control 
communication is improved through the need for co-ordination of 
departments 

-» budgets provide targets that can be motivational for managers and 
workers 


either ‘volume’ (too few sold or too much material used) or ‘price’ 

(a lower than expected selling price or higher manufacturing costs). 
Variance analysis is a problem-finding technique not a problem-solving 
technique. Management must investigate the causes behind the variance 
and take appropriate action, such as an improved advertising campaign for 
flagging sales. 


Disadvantages 


The drawbacks of budgetary control are 

-* unrealistic budgets are demotivating in that staff will not attempt to 
achieve targets that are not feasible 

budgets ‘imposed’ by management can create resentment among the 
workforce as they have not taken any part in their preparation 
-* budgets can be inflexible in times of rapid market change; they are 
only as good as the assumptions they are based on. 

Meeting the budget target might become the manager’s main goal 
instead of concentrating on the market. For example, advertising might 
be reduced to meet the month’s target just when a close competitor is 
launching a new product. In this case slavish adherence to the budget 
could result in permanent damage to sales. 


Take note 

: 'The budget is a tool not a master.' 


Don't forget 

| Budgets can be used as a motivator. 
Employees can gain satisfaction from 
being given responsibility for a budget 
and achieving the firm's goals within the 
1 agreed financial limits. 


Exam practice ___ answers: pages 189—SO 


1 What might cause a sales variance? (10 min) 

2 Why should budget holders be consulted in the preparation of their 
budgets? (10 min) 

3 Pollard Industries budgets to sell 30 000 units at an average price of £30. 
Actual sales revenue from 35 000 units is £98 000. What are the total 
sales variance, the volume variance and the price variance? (15 min) 


Grade booster 


Be able to suggest likely reasons 
for variances (e.g. material price 

variance caused by seasonal shortages), 
v___y 
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Investment appraisal 


Capital investment decisions are part of the strategic 
decision-making of afirm.They are important decisions 
in that they can determine the future success or failure 
of a business. They are difficult to reverse without 
accepting a significant loss and contain a greater 
element of uncertainty as they deal with long-term 
changes in the market. 


■ Year 

Net cash 

Cumulative 


flow 

net 

cash flow 


£m 

£m 

! o 

(10) 

(10) 

i 

2 

(8) 

2 

2 

(6) 

3 

3 

(3) 

4 

6 

3 

5 

1 

4 

Total 

4 


net 



cash 



flow 




Don't forget 

The expected net cash flow in a year is 
the expected profit in that year. 


Example 


In the above table: 
average annual 
profit 


total profit 

no. of years 

£4m _ 

—r-= £0.8m p.a. 


ARR 


£0.8m 

■£10m 


x 100 - 8% p.a. 


The capital investment decision 


The decision-making process should contain the following elements 

■4 the identification of possible projects 
-4 the estimation of all cash flows 

*4 assessment of profitability using a range of techniques 

*4 consideration of qualitative factors 

*♦ selection, implementation and monitoring of a project 


Cash flows 


The first step is to establish the expected cash flows associated with 
the capital investment. The start of the investment is labelled as Year 
0 (meaning now). Years 1, 2, 3, etc. show the net cash flows that it is 
estimated will take place by the end of each year. The table illustrates 
a project with an initial investment of £10m and net cash flows over a 
five-year period. At first glance the project looks viable as it produces 
a surplus of £4m. 


Payback 


The payback technique estimates the length of time it will take to recover 
the initial capital outlay of an investment project. A simple cumulative cash 
flow column is required (see table). 

Payback occurs half-way through the fourth year, i.e. after 3’/2 years 
assuming that the cash is received evenly throughout the year. 

The technique is useful when a firm is ‘cash starved’ or when the 
market is ‘volatile’ and there is a need to recover the investment capital 
as quickly as possible. Payback is therefore a measure of risk. Using this 
technique alone the project with the shortest payback would be the 
one favoured. Unfortunately the method does not measure the overall 
profitability of the project as it ignores the cash flows after payback. 


Average rate of return (ARR) 


ARR- ave rage annual profit * m 
initial capital outlay 

where average annual profit is the total profit earned over the lifetime of 
the project divided by the number of years involved. 

ARR provides a percentage figure that can be compared with the 
percentage rates of return of other projects or the cost of borrowing the 
initial capital. Unfortunately this does not take into account the timing of 
the net cash (or profit) flows. A project receiving most of its profit flow in 
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the early years may have exactly the same ARR as one receiving its profit 
in the later years. The two projects obviously have different risks which are 
not shown by the ARR method. 


Net present value (NPV) 


This technique recognizes that cash sums received in the future are worth 
less than the same sums received today. It takes account of the time value 
of money by ‘discounting’ the future sums by a suitable percentage (the 
discount rate). This is known as the discounted cash flow (DCF) method. 
The discount rate chosen may be the current interest rate or more likely 
the firm’s preferred investment return. The method is relatively simple. 
Each year’s net cash (profit) flow is reduced by multiplying it by the 
appropriate discount factor (these will be given in the question). The initial 
investment outlay and the discounted annual net cash flows are added 
together to give a net present value for the project. If the NPV is 
positive, the project is worthy of consideration, but a negative NPV 
should be rejected, as future profits are insufficient to cover the initial 
investment outlay. 


: Year 

Net 

Discount 

Present 


cash 

factor at 

value 


flow 

10% 



£m 


£m 

0 

(10) 

1 

(10) 

1 

2 

0.91 

1.82 

2 

2 

0.83 

1.66 

3 

3 

0.75 

2.25 

4 

6 

0.68 

4.08 

5 

1 

0.62 

0.62 


4 

NPV 

0.43 


Example 

In the table the project has a positive net 
j present value of £0.43m, so it should be 
| considered. 


Comparison of methods 


The NPV method of estimating the profitability of capital projects is 
considered to be superior to ARR and payback. ARR ignores the timing 
of returns while payback ignores cash flows after payback. Despite these 
problems some firms may still choose to use more than one method. 
Whichever method is used, they all depend on the accuracy of the cash 
flow forecasts that are themselves subject to a wide margin of error. There 
are also qualitative factors to take into account such as 

-+ the relevance of the project to the firm’s overall objectives 
"♦ the impact on the workforce 
-* the reaction of shareholders 


What impacts would you expect a rise 
in business optimism to have on an 
investment decision? 


Watch out! 


Cash starved firms will place emphasis on 
payback as will firms which are averse to 
risk taking. 

v--- 


The jargon 


Present value is the value of a future 
stream of income from a proposed 
investment converted into its current 
worth. 



1 Suggest and explain four factors that might be taken into account when 
making an investment decision. (15 min) 


2 Under what circumstances would payback or ARR be the preferred 
investment method? (15 min) 

3 Why should forecast cash flow figures be treated with caution? (10 min) 


Grade booster 


Be prepared to argue the merits and 
weaknesses of each method. This will 
display the skill of evaluation. 
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Answers 

Accounting and finance 


Use of accounts 


Checkpoint 

Stakeholders. 

Exam practice 

1 The management accounts include budgets, cash 
flow statements and contribution statements. 

These would be useful to a bidding company in the 
following ways 

• Budgets - from these the company could see how 
accurately the target firm estimates cost and revenue. 
Overestimation of costs would indicate scope for 
significant cost cutting with the resultant increase in 
profits. 

• Cash flow forecasts - these would indicate the 
expected future sales and income patterns. This 
would provide information on the firm's expectations 
in the market with the current range of products. 

• Contribution forecasts - these indicate the relative 
strengths and weaknesses of the current product 
portfolio. From this it would be possible to identify 
products that are 'cash cows' and those that 

are 'dogs'. 

2 Accountants in the supermarket trade have seen a 
technological revolution in the way that information 
has been gathered and analysed. The main changes 
and benefits have included 

• The use of bar codes on goods - this has helped with 
stocktaking, stock ordering and the recording of sales 
at the cashout. This has largely eliminated human 
error as well as speeding up the process. 

• Bar code readers - these are linked directly to head 
office, which can monitor sales in real time. This 
allows management to order replacements more 
accurately as well as seeing the effect of instore and 
local advertising. 

• Consumer profiling - the use of store cards allows 
management to analyse each customer's purchasing 
habits. This knowledge can be used to more 
accurately target promotions to those customers 
more likely to respond to offers on certain items. 
Ultimately this makes better use of the marketing 
budget as well as boosting sales. 

As far as the accountant is concerned the data is 
available faster and in much greater detail, which allows 
the supermarket to use its finances more effectively. 


Grade booster 


Remember to balance your answer by referring to some 
of the drawbacks of using more technology. Many of the 
improvements mentioned have led to a decrease in the number 
of people being employed at the customer interface level. 
Supermarkets might lose the custom of those consumers for 
whom shopping is a social occasion. 


Preparation of accounts 


Checkpoint 

Independent auditors are needed so that an unbiased 
opinion is provided about whether the final accounts 
published really give a 'true and fair view' of the business. 
Without this outside assurance many people would not 
risk investing in companies. 

Exam practice 

1 Concepts and conventions are needed in accounting in 
order to 

• ensure objectivity - accounts must be based on 
verifiable facts and not on guesswork 

• guarantee consistency - the same approach must be 
used over time otherwise valid comparisons would 
not be possible 

• ensure that revenue earned in a period is accurately 
matched by the costs incurred in its generation 

• provide a common approach to the valuation of 
’assets and the recognition of debts 

• provide a common language that accountants can 
use to communicate and interpret financial 
information 

All of these are needed for the accountant to produce 
an accurate business statement of the 'true and fair 
view' of a firm's financial position. 


Grade booster 


Good answers will expand each of the concepts and conventions 
with a relevant example. 

v___ 

2 Fixed assets are items that have a long-term use and 
can be used repeatedly such as buildings, machinery 
and vehicles. The current value of a fixed asset will be 
influenced by 

• the wear and tear on the asset 

• the expected useful life of the asset 

• the demand for the final product that the asset is 
helping to make 

• the rate of technological change 

• the emergence of alternatives 

Most of these factors and influences can only be 
estimated. Any method used to 'depreciate' assets is, 
therefore, at best an approximation. 

Take note L_____ 

Depreciation of fixed assets is a contentious area in accounting 
and one where accountants can still disagree as to the best 
method. Whichever method is chosen it is imperative that it is 
used consistently so that worthwhile comparisons can be made 
i overtime. 
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3 Revenue and expenditure refer to the earning of income 
or the incurring of a cost in a financial period. Revenue 
is earned when a sale is made whether that sale 
is on credit or is paid for by cash. In the same way 
expenditure is recognized when there is a legal charge 
against the business. For example, telephone charges 
are incurred at the time of the call but the bill for 
payment might not be presented for several months. 

Receipts and payments, on the other hand, refer to 
the actual transfer of cash in and out of a business that 
may occur after the transaction or in advance of it. For 
example invoices are often paid in arrears whereas 
deposits are paid in advance. 


Grade booster 


The profit and loss account will show the revenue and 
expenditure of the business. This is not the same as the receipts 
and payments as much of today's trade is done on credit that can 
take several months before final settlement. This explains why 
some firms can be profitable but cash starved. 

_ _ , 


Profit and loss account 


Checkpoints 

1 Gross profit = turnover - cost of goods sold 

2 Net profit = gross profit - (expenses + overheads) 

Exam practice 

1 Limited companies are obliged to pay dividends to 
shareholders but the size and regularity of payments 
is at the discretion of the board of directors. In a year 
when a loss is made the board might suspend payment 
of dividends. This might also be the case in a profitable 
year when profits are earned but the board decides to 
reinvest the profits in an expansion of the business. It is 
in the firm's interest, however, to retain the loyalty of 
shareholders by paying dividends on a regular basis 
even in years of loss. In these circumstances the 
dividends will be paid from reserves or from borrowing. 


Grade booster 


Regular dividend payments are especially important to pics 
which have many institutional investors (insurance companies 
and pension funds) as shareholders. They are expecting not only 
regular dividends but also steadily increasing dividends year on 
year This puts a lot of pressure on pics to take a short-term view 
of profitable ventures. 


2 A rising level of profits is not always an indicator of a 
successful business. The following factors should be 
considered 

• Is the profit the result of a sudden increase in prices 
that might produce a short-term gain but damage 
long-term market share? 


• Is the profit the result of short cuts being taken with 
health and safety or environmental issues? 

• Is the profit the result of exploiting the workforce 
with the result that labour relations have been 
permanently damaged? 

• Is it the result of using lower quality materials that 
might lead to future customer complaints and 
dissatisfaction? 

Short-term gains often lead to long-term suffering. 

3 Even in cases where the profit performance is genuine 

it must be put into perspective by considering the 

following factors 

• The rate of growth of the market - profits could be 
growing not because the firm is performing signific¬ 
antly better but because consumer demand is 
expanding faster than competitors can enter the 
market. Conversely increasing profits in a declining 
market indicates improved competitiveness. 

• The company's corporate objectives - is the profit 
being earned in the sector that the business wants to 
develop in the future? 

• The prospect of future profit growth - is the profit 
earned now likely to attract fierce competition, price- 
cutting and the erosion of profit margins? 

Answers to these questions are needed before the 

profit growth can be deemed to be quality profit. 


Examiner's secrets 


Evaluation of a firm's performance needs data from a wide time 
span as well as critical judgement of the state of the current 
and future market trends. Today's market favourites can easily 
become yesterday's cast-offs unless the business has the skilled 
management to move with or ahead of customer preferences in a 
cost-effective manner. 

V —. ........ y 


Balance sheet 


Checkpoints 

1 Tangible assets - those assets that can be seen and 
touched, such as machinery and stock. 

2 Intangible assets - those assets that do not have a 
physical existence, such as goodwill, patents and 
copyright. 

3 If the company cannot meet the interest payment to its 
creditors then it will be insolvent. 

Exam practice 

1 The balance sheet does not show the true worth of a 
business as it is a snapshot of the firm on one particular 
day. For a meaningful analysis to be made it must be 
compared with previous balance sheets in order to 
determine the trends in trading and profit. 





The balance sheet does not show items such as the 
quality and dedication of the workforce. The ownership 
of intangible assets such as trademarks, patents and 
goodwill are also not included. 

An appreciation of the market and the threat from 
competitors would also be needed to give a true picture 
of the future potential of the firm. 

Take note 

The balance sheet is based on historical data. What has gone 
on in the past is no guarantee of the future. For balance sheet 
analysis to be of any use it must be conducted over several 
: years. Accountants can 'massage' final accounts so that they 
provide a favourable view of the business which might not be 
representative of the other 364 days in the year. 


2 One example of a capital reserve arises when the 
business's fixed assets such as buildings are revalued 
to reflect their increased market value due to inflation. 
This recognizes that the true worth of an asset is more 
than it was at purchase. As this tends to be a gradual 
increase, a revaluation is only carried out every five 

or ten years unless there is a sudden increase in value. 

3 Working capital is the difference between current 
assets and current liabilities. Boosting current assets 
or reducing current liabilities in the following way can 
solve insufficient working capital 

• an injection of new cash by the owners 

• taking out a loan 

• increasing sales and retain the profit 

• converting an overdraft into a longer-term loan 

• selling shares 

• sell some fixed assets 


Examiner's secrets 


aaHHaBaaaBH ^ , 

Lack of working capital is a typical problem of new firms as 
they expand. This is known as 'overtrading'. The business has 
insufficient cash to finance the increase in debtors and stock 
purchases. 

_ __ , 


Cash flow management 


Checkpoints 

1 Inflation, strike action and breakdowns would affect 

cash flow in the following way 

(a) inflation - costs would rise resulting in increased 
outflow of cash; inflow might increase depending on 
the degree of competition and how price sensitive 
the products are 

(b) Strike action - inflow of cash from sales would be 
seriously affected as soon as existing stocks were 
used up. 

(c) Breakdowns - this need not affect cash flow as long 
as sufficient stocks of finished goods exist to meet 
demand while repairs are carried out. Where the firm 
operates a just in time system with minimum stocks, 


the cash flow could be seriously affected in a short 
period of time. 

Exam practice 

1 A cash flow forecast sets out the anticipated inflows 
and outflows of cash of a business over a time period 
- usually a year. The forecast shows the effect of each 
month's cash flows upon the firm's cash balance. It 
will highlight periods when there is insufficient cash in 
the business which will allow management to arrange 
finance or to readjust the cash flows by delaying 
expenditure or boosting inflows. 

In a similar way, periods of surplus cash can be 
identified and plans made to make good use of the 
funds. A bank will insist on seeing a cash flow forecast 
when any loan is requested so that they can see the 
ability of the business to repay the interest and capital. 


Examiner's secrets 


The usefulness of a cash flow forecast depends on the accuracy 
t of the estimates. Estimates beyond six months must be treated 
with great caution. 

^_ j 

2 The limitations of cash flow forecasts are 

• the figures are only estimates 

• it assumes that debtors will pay on time 

• it assumes a certain inflation level and a certain 
interest rate level 

• it assumes a particular rate of sales that can easily be 
affected by changes in the economy or by changes in 
consumer preferences 

• it assumes that periods of cash shortage will be 
covered by the bank through an overdraft facility 
So many of these variables can change that the 

forecast must be viewed as an approximation or 

guideline. 


Grade booster 


The use of spreadsheets allows a business to constantly monitor 
and update a cash flow forecast as data becomes available. You 
should describe its use as an aid to the decision-making process 
and, at best, a rough guide to cash positions in the future. 

V___ 7 

3 Cash flow £m 



J 

F 

M 

A 

M 

J 

Opening cash 

52 

43 

48 

53 

57 

61 

Cash inflow 

13 

14 

17 

19 

22 

21 

Cash outflow 

(22) 

(9) 

(12) 

(15) 

(18) 

(17) 

Closing cash 

43 

48 

53 

57 

61 

65 


The closing cash figure for June is £65m. 







Examiner's secrets 


To check the accuracy of your working, the end balance should 
be equal to the opening cash total plus total inflows minus total 
outflows. It is,worth checking in order to identify any careless 
errors. 


Ratio analysis 


Checkpoints 

1 A business is often regarded as highly geared if 50% of 
its capital is provided by loans. 

2 A P/E ratio of 15 is the average on the London Stock 
Exchange. Anything above this is usually regarded as 
favourable for the future of the business. 

Exam practice 

1 The examiner is looking for the application of the 
gearing concept to the taking on of more debt. Use 
should be made of the gearing ratio of long-term 
liabilities to capital employed and the interest rate 
cover to explain the impact of servicing extra debt. The 
finance house wants to be assured that the business 
has sufficient profit and cash flow to keep up payments 
of both interest and capital. 


Grade booster 


^ ' 'h 

Make sure you know the terms ’high’ geared and Tow' geared 
and the relative advantages of each Equations must be written in 
full and accurately calculated. The critical comment will be your 
assessment of the ability of the debt to be serviced out of profits. 

v-.--y 

2 You should be aware that this question is not solely 
about ratios and how they are calculated. This is a 
common examination fault. The essay is principally 
about the limitations of ratios and asks specifically for 
examples of information other than ratios. You must 
stress that ratios must be analysed in context, over a 
period of time and alongside other information in order 
to score highly. Other information might include 

* size of company 

• type of market 

• extent of competition 

* industrial relations 

* economic outlook 

• future plans of the business 

* accuracy of the figures 

• the company's objectives 

Each point should be discussed with reference 
to ratios, e.g. the impact of greater competition on 
profitability ratios. 

Take note 

Ratios act as indicators for further investigation rather than as 
answers to problems. They can highlight areas of concern or 
reinforce positive impressions. For meaningful comparison several 
years' data is needed. 


3 The lack of liquidity is one of the main problems for 
firms, particularly small concerns and new businesses. 
The debtor collection period is crucial, therefore, 
to keeping a tight control on the amount of credit 
extended to customers. A long period might indicate 
poor control of debtor collection and a reliance possibly 
on an increasing overdraft facility. A short period might 
indicate an efficient control over debtors with quick 
follow up as invoices become due. 

Take note _ _ 

Debtor collection is crucial for cash flow management. 
Unfortunately in difficult trading conditions a longer repayment 
period might be the only way of enticing customers to buy more 
goods. 


Costs and revenue 


Checkpoints 

1 The business must cover its running or variable costs 
for it to keep trading in the short run. 

2 Total profit - total revenue - total cost. 

Exam practice 

1 A cost centre is a department or section of a business 
to which specific costs can be accurately allocated. 
The centre could be a department, a project, a person, 
a process or a machine. 

For example, a firm might have individual cost 
centres for its marketing operations, its photocopying 
service and for its sales representatives. 


Examiner's secrets 


The key point to understand about cost centres is that they 
provide guidelines and checks on business expenditure. Close 
monitoring of cost data by those people in charge of the centre 
should ensure that any overspending is quickly spotted and 
dealt with. 


2 The main reason for maximizing sales revenue is 
to increase profit. As revenue is made up of sales 
multiplied by price there are two main options available 

• Adopt a high price, low sales volume policy. This is 
typical with firms that have a product that does not 
face keen competition such as some pharmaceutical 
products and new technology equipment. 

• Adopt a low price, high sales volume strategy. This is 
typical in markets where goods are fairly similar and 
consumers do not have strong brand preference. 
Another reason for maximizing sales revenue 

might be to build market share. In this case profits 
are secondary to the drive for new customers. Firms 
attempting to enter a new market or to force some 
competitors out of the market adopt this policy. 













Take note 

Revenue-orientated firms generally have costs that are not 
, so sensitive to changes in sales. For example the cost of 
operating a train or an aircraft varies little with the number 
. of passengers aboard. It is better, therefore, to boost revenue 
j through special last minute offers as the extra revenue will feed 
straight through to higher profits. 

3 In the short term, the reduction of the workforce is often 
seen as the quickest way of cutting costs. Its impact 
on expenditure is immediate, The long-term effect, 
however, might not be to decrease costs. The reasons 
for this are that 

• productivity might fall if experienced staff are lost 

• when the firm wants to expand it will incur 
recruitment costs 

• new staff will need to be inducted and possibly 
trained 

• remaining staff might suffer lower morale and not 
work as enthusiastically 

• the company's image might be damaged which 
might deter good workers from applying 


Grade booster 


Evaluation marks can be obtained by contrasting the short-term 
gains of staff reduction with the long-term effects. 


Break-even 


Checkpoint 

(a) The TR line will pivot downwards, break-even output 
will rise and margin of safety fall. Budgeted profit will 
also fall. 

(b) The TC line shifts vertically upwards (and parallel). 
Break-even output will rise and margin of safety fall. 
Budgeted profit will also fall. 

(c) The TC line will pivot upwards with the same intercept 
on the vertical axis. Break-even output will rise and 
margin of safety fall. Budgeted profit will also fall. 

Exam practice 

1 A firm might want to use break-even for the following 
reasons 

• to help determine a selling price that will cover all 
costs and give an acceptable level of profit 

• To conduct sensitivity analysis in order to explore the 
likely impact of changes to costs and prices 

( Take note 

Break-even is based on linear assumptions (costs and 
i prices remain the same over the entire output range). This 
; is only credible in the short term. Your answers should 
! stress this point. 


This apart, the rest of the essay should argue that the 
model is still useful because 

• it relates scale of output to profitability 

• it provides insights into the impact of changes in 
costs 

• it shows the effect of price changes on the break¬ 
even point and the margin of safety 

• it can be used to set output or sales targets 

The counter argument would highlight that the model 

• assumes that all output is sold which is simplistic 
given the changing tastes and buying habits of 
consumers 

• ignores the dynamics of the market place such as the 
actions of competitors or changes in technology 
Evaluation marks can be earned by presenting a 

balanced conclusion. An acceptable comment might 
stress the usefulness of the model in the short term but 
note that it is simplistic in the long term. 

Use the equation 


Grade booster 


A balanced argument that explains a small number of points well 
is preferable to a one-sided argument for or against the model. 


The opening to this essay should explain that break¬ 
even is a static model because it assumes no change 
in costs and prices over the range of output. This is 
simplistic, as there should be some economies of scale. 


Break-even « - f - ixed costs 
contribution 

where contribution = price - variable cost 

(a) b/E = £3m 

£ 20-£10 

B/E = 300 000 units 

margin of safety is now only 100 000 units. 

(b> nr £3m 
7 £16-£10 

B/E = 500 000 units 

The firm would see its break-even point double from 
250 000 to 500 000, that is 100 000 above the projected 
sales. There is no margin of safety as the firm is now in 
a loss-making situation. 

Take note L_ 

Break-even is a static model in that changes are looked at 
: in isolation whereas the real economy is dynamic. No doubt the 
cutting of the price from £20 to £16 should affect sales positively. 
Is the rise in variable costs a permanent one or one caused by 
I temporary shortages? Care must be taken when interpreting 
break-even results. At best they are useful for the evaluation of 
I short-term effects. 


Sources of finance 


Checkpoints 

1 Share issues may not require any extra borrowing 
(therefore a lower gearing ratio). If the firm earns 
low profits then it is at less risk of insolvency since 
shareholders are owners who take risks rather than 
creditors of the company. Dividend payments may 
be lower than current rates of interest, so that share 
capital may be cheaper. 













Budgeting 


2 See parts of answer to Checkpoint on page 188. 


Exam practice 

1 A new firm might find it difficult to raise external 

finance because 

• it may not have any collateral to offer as security 

• it has no track record of debt repayment 

• new firms are considered high risk ventures as many 
will fail in the first three years 

• it takes time to build profitability therefore the lender 
risks delayed repayment 

• inexperienced owners, particularly in the area of 
financial management, might control new businesses 


( Take note j_______ 

New businesses are high-risk ventures. Lenders need to be 
assured that their investments are safe otherwise loans are 
: rejected or charged at premium rates. 


2 


The main advantages and 

Advantages 

• large amounts of 
capital can be raised 

• capital is free of the 
burden of interest 
payments 

• capital is permanent 

• capital does not have 
to be repaid 


disadvantages are: 

Disadvantages 

• cost of share issue and 
sale 

• ownership and control 
is diluted 

• shareholders will expect 
growing annual dividends 


Grade booster 


To obtain high marks you should weigh up the merits and 
drawbacks of gaining more capital in this way but in the context 
of the firm in question. 

V___ 


3 An overdraft is an expensive means of finance. It should 
be used only where the need for finance is short-term. 

In this case it would not be suitable if the increase in 
debtors is deemed to be permanent. 

The use of factors is really to improve the cash flow 
of a business and to reduce the firm's administration 
costs. The fee charged by factors (usually 5% of the 
invoice figure) can seriously reduce the profit margin 
particularly with low margin products. 

Although factoring would be a better option there is 
no real substitute for the injection of more permanent 
capital into the business to fund the rising working 
capital need. This can be achieved through a loan, 
selling shares or by a further injection by the owners. 


Exam practice 

1 A sales variance might be caused by 

• a difference in the actual volume of sales compared 
to the predicted sales volume 

• a difference in the price actually charged 

• a combination of both 

Variance analysis can isolate the two effects but the 
causes will need to be investigated. A drop in sales 
volume could range from a slow down in economic 
activity to increased advertising by close competitors. 

Take note _ 

: Variance analysis asks questions rather than provides answers. 

It gives early warning signs that management must act upon 
before a situation becomes serious. 


2 Budget holders should be consulted in the preparation 

of their budgets because 

• involvement in the budget process will develop some 
ownership of the end budget 

• imposed budgets are often viewed as unfair even 
when they are not 

• targets set by the budget holders will act as a 
motivator 

• first-level operators are closest to the actual job and 
therefore are in the best position when cost control 
is needed 


Grade booster 


- 

Budgets are as much to do with motivating a workforce as they 
are to do with controlling finances. Stress the impact on the 
human dimension in any question involving budget setting and 



cost control. 


nmnn 


3 


Units 

Price 

Revenue 





<COOOs) 


Budget 

30 000 

30.00 

900 


Actual 

35 000 

28.00 

980 


Sales variance 80 

The first step is to calculate the price actually charged 
from the information given in the question by dividing 
total revenue by sales volume (£980 000 + 35 000 = 
£28.00). 

The sales variance was favourable by £80 000. 

Volume variance = difference in volume x standard price 

5 000 x £30 = £150 000 


Grade booster 


Make sure that you accurately define the terms and then confine 
the discussion to the task in the question. Too many candidates 
reproduce standard answers that do not refer to the specifics in 
the question. In this case the problem is debtor finance on a 
long-term basis. 


Price variance = actual volume x difference in price 
35 000 x (£2) = (£70 000) 

The total variance can be broken down into a 
favourable volume variance of £150 000 and an adverse 
price variance of £70 000 giving an overall favourable 
variance of £80 000. 















Examiner's secrets 


This is not a popular topic among candidates. It is important to 
separate the two effects, volume and price. Isolate the volume 
effect by using the standard price that was expected to be 
charged. Secondly isolate the price effect by using the actual 
volume that was sold at that price. The two effects added 
together must account for the total sales variance. 



J 

[ Investment appraisal 

_J 


Checkpoint 

A rise in business optimism will raise the expected 
future returns on the project and therefore make 
investment more attractive to the firm at any given 
rate of interest. 

Exam practice 

1 The following factors need to be taken into account 

when considering an investment decision 

• The firm's belief in the future. This is needed in 
order to create a picture of the future market and 
will include forecasts about demand, costs, inflation, 
taxation, etc. 

• The investor's attitude to risk and project uncertainty. 
This is important when the project involves large 
amounts of capital. 

• The alternative projects available. 

• The finance available. Are there sufficient funds 
available internally or must the firm take on more 
long-term debt? What will be the effect on gearing? 


Take note _ _ 

I All investment projects must fit the overall objectives of the 
; business. Investment appraisal, therefore, helps the strategic 
i decision process. 

2 Payback would be a preferred method when a quick 
return is needed. This is usually to maintain cash flow 
or to keep risk to a minimum. Firms that are cash 
starved prefer payback as an indicator. 

ARR is preferred when forecasts are reasonably 
accurate and the firm is not cash starved. In these 
circumstances high return projects are welcome even 
when the cash inflow is spread across the project. 

3 Forecast cash flow figures must be treated with extreme 
caution because 

• the collection of data might be inaccurate 

• the estimates might be over-optimistic 

• improvements in technology might render the project 
process obsolete 

• demand for the product could change significantly 
r thus affecting revenue figures 

• government legislation might impose unforeseen costs 

• raw material supply might become more difficult to 
obtain or expensive 



The economy is dynamic and as such forecasts of sales and costs 
more than 18 months ahead are less reliable. A conservative 
approach must be taken when assembling cash flow information 
and any calculations based upon it must be treated with great 
caution. 









Revision checklist 

Accounting and finance 


By the end of this chapter you should be able to: 


1 Understand the different types and users of accounts. 

Confident 

Not confident 

Revise pages 162-3 

2 Demonstrate an understanding of accounting conventions. 

Confident 

Not confident 

Revise pages 164-5 

3 Understand the content, purpose and limitations of a profit 
and loss account and a balance sheet. 

Confident 

Not confident 

Revise pages 166-9 

4 Calculate, interpret and discuss cash flow forecasts. 

Confident 

Not confident 

Revise pages 170-1 

5 Analyse the performance of a business using financial ratios. 

Confident 

Not confident 

Revise pages 172-3 

6 Identify and explain different types of costs. Calculate and 
explain the uses of contribution. 

Confident 

Not confident 

Revise pages 174-5 

7 Calculate and interpret: 

• break-even 

• margin of safety 

by graph method and by use of equations. 

Confident 

Not confident 

Revise pages 176-7 

8 Evaluate internal and external sources of finance. 

Confident 

Not confident 

Revise pages 178-9 

9 Understand the purpose of budgets and analyse them using 
variance analysis. 

Confident 

Not confident 

Revise pages 180-81 

10 Understand the role of investment appraisal in the decision¬ 
making process. Calculate, interpret and evaluate methods of 
investment appraisal: 

• payback 

• average rate of return, ARR 

• net present value, NPV 

Confident 

Not confident 

Revise pages 182-83 









Resources 

All the examinations covered by this book include a paper with structured questions 
and extended writing often based on unseen case material. All have a synoptic element 
as the final end of A2 course assessment. The aim here is to provide guidelines on how 
to deal with each of these assessment areas. 

Much of your success will depend upon your efforts in the examination room. In a very 
short period of time you will have to show the examiner your mastery of the subject. 
There is, however, no short cut to mastering this, or any other, subject. Success will be 
achieved by revision, not just in the few weeks prior to the examination but consistent 
revision throughout your course. 

As part of your preparation for the examination you should practise answering past 
examination questions. It is important, therefore, that you have a supply of these for 
each topic area. The questions at the end of each spread have been carefully selected 
to illustrate the various kinds of questions that might appear in a topic area. You should 
attempt all of these within the suggested time allocation. This will help you to revise the 
topic and improve your exam technique. Each of these questions has an outline answer 
provided at the end of the chapter with examiner hints. 


Exam boards 

In order to organize your notes and revision you will need a copy of your exam 
board’s syllabus specification. You can obtain a copy by writing to the board or by 
downloading the syllabus from the board’s website. 

AQA (Assessment and Qualifications Alliance) 

Publications Department, Stag Hill House, Guildford, Surrey, GU2 5XJ www.aqa.org.uk 
EDEXCEL 

Stewart House, 32 Russell Square, London, WC1B 5DN www.edexcel.org.uk 

OCR (Oxford, Cambridge and Royal Society of Arts) 

1 Regent Street, Cambridge, CB2 1GG www.ocr.org.uk 

WJEC (Welsh Joint Education Committee) 

245 Western Avenue, Cardiff, CF5 2YX www.wjec.co.uk 

CCEA (Northern Ireland Council for Curriculum, Examinations and Assessment) 
Clarendon Dock, 29 Clarendon Road, Belfast, BT1 3BG www.ccea.org.uk 

Topic checklist j 
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Planning revision 


Don't forget 


Be serious about constructing a timetable 
and about following it! 


A dictionary definition of a plan is ‘a detailed scheme 
or method for obtaining an objective'. This highlights 
three important points about your revision 

•4 it must be detailed 

•4 it must be methodical 

-4 it must have an objective or target 

It is obvious, therefore, that a first step is to create a 
time-table that details the topics to be covered, the 
times and dates of revision and the tasks to be achieved. 
Afew hours spent on this will provide enormous benefits 
not only in terms of improved exam performance 
but also in relieving the stress and anxiety that are 
associated with exam preparation. 


Grade booster 


It is useful to display some reminders that 
will help to refocus your attention during 
revision sessions. For example: 

Don't just sit there. Do something! 
or 

Be active not passive! 
or 

Coffee break starts when tasks have been 
finished Not before! 


* 


Planning your revision 


Your plan should be based on the four Cs. You should be 

-4 careful - ensure that all topics are covered 
•4 conscientious - ensure that you follow the plan 
■4 conservative - restrict the time allowance to manageable periods 
with plenty of planned breaks 

■4 cerebral (intelligent) - ensure that the tasks that you attempt make 
your brain use the information to answer the question set and not 
simply to regurgitate your notes 


Step by step approach 


Check the net 


A series of revision notes is available at 
www.bi 2 ed.c 0 .uk 


4 Start revising in good time. Last minute revision may work for some 
people but, on the whole, it is too risky. 

■4 Try to allocate a set time each week when you are going to revise 
this subject and make sure you have enough slots to cover all the 
subjects you are revising for. 

■4 Be clear about what you have to learn. Make a list of topics covered 
in your course. Check that you have covered all the topics by 
obtaining a syllabus. 

-4 Be prepared to adapt your timetable as you go along. Some topics 
will take more or less time than you imagined. Build in rest periods 
for relaxation and treats. These will help to keep you going. If you are 
working hard, you deserve them, so take them without feeling guilty. 

■4 Everyone has a limited concentration span, so each revision 
session should be broken down into periods of approximately 30 
to 40 minutes, after which a short break of 5 to 10 minutes should 
be taken. 

■4 Each spread (two pages) in this book could provide a useful revision 
session on a particular topic. 


Revise actively. This means doing more than just reading over 
something. You may fool yourself into thinking you have learnt a topic 
simply because you understand it and recognize the ideas when you read 








them over. This is not the same as being able to reproduce those ideas 
in an exam. At the very least you should summarize your notes and then 
summarize them again. Your knowledge of a broad subject area should be 
capable of being reduced to a list of headings on several index cards. 
Other ways of revising include 

4 mind maps 
-4 reading aloud 

•4 taping notes and replaying them at odd intervals 
*4 getting someone to test your knowledge 
■4 discussing topics with a friend or the family 
-4 creating mnemonics 

You should vary your methods of revising so as to maintain 
concentration. 


booster 


The use of index cards is a good way of 
condensing notes to a manageable size. 
Produce an index card for each topic or 
sub-topic containing important headings, 
diagrams, mnemonics and examples, 
v___ 


Practise reproducing information by yourself without the aid 
of notes. Initially this may take the form of reproducing your 
summarized notes. Soon, though, you should be attempting to 
answer examination questions. Try to ensure you have a practice 
run of the exam before the real thing. You will find plenty of timed 
examination questions in this book. 

Expect to work hard. Sadly, few of us are geniuses capable of soaking 
up information with little effort. You will need to put in the hours. 

But remember that it is the quality of your revision, not the quantity 
of time spent on it, that matters most. 


Using exam questions in revision 


After you have revised a topic area it is vital that you carefully 
consider examination questions of the type you will find in your 
exam. You must, of course, try the questions you will find at the 
end of each topic in this book. These are intended to highlight the 
important issues of the topic. 

Trying past questions helps make your revision active and has a 
number of advantages 


Don't forget 

Once time has been allocated for reading 
the question paper there is usually about 
1 minute left for each mark available, 
e.g. spend no more than 15 minutes on 
a 15 mark question. 


-4 it will check whether you have really understood the topic you have 
been trying to revise 

•4 any gaps in your knowledge and understanding of a topic area will 
be revealed. It is better to find this out before the exam so that you 
can go back and revise more thoroughly. You can even make extra 
notes on a sub-topic where necessary 
-4 you will begin to identify the sorts of questions you can do well, and 
perhaps even the sorts of questions you might want to avoid 
■4 you will become more familiar with the type of language used in 
questions 

Checking yourself against the outline answers will help you to see what 
the examiner was looking for. Nearer to the exam you should practise 
answering a whole paper in the length of time allowed for 
the exam. 


Examiner's secrets 


The 'command' word used in a question 
dictates the type of answer required and 
should be strictly followed, 
v_!_> 







Command words and 

levels of response 


Don't forget 

Command words are signposts to good 
answers! 


Command words 


It is crucial to understand the examiner’s instructions. For example 
the term ‘ outline ’ is asking for only a superficial treatment of a topic 
whereas ‘ explain ’ is demanding some reasons for an action or 
situation. 

-* Analyse - to demonstrate an understanding of a topic area by 
breaking it down into its component parts and examining their 
relationship. 

*♦ Assess - to make an informed judgement about how good or 
effective something is, based on an awareness of strengths and 
limitations of the argument presented. 

-» Compare/contrast and compare - to consider similarities and 
differences between the stipulated topic areas. 

Consider - to demonstrate knowledge and understanding of a topic, 
■f Criticize - to appraise or evaluate the strengths and weaknesses of 
the topic. 

*♦ Define - to explain precisely and accurately what a term means. 

-» Describe - to present evidence of knowledge in the topic area 
without any explanation of the information. 

-* Discuss - to consider or examine a topic by reference to different or 
contrasting points of view. 

-> Distinguish between - to demonstrate an understanding of the 
differences between two topic areas. 

-> Evaluate/critically evaluate - to make an informed judgement 

regarding the value or significance of a stipulated topic area, based 
on systematic analysis and examination. 

-> Examine/critically examine - to present a detailed consideration 
of the stipulated topic area. This may also require the candidates 
to show an understanding of the strengths and limitations of the 
information presented. 

-* Explain - to give an explanation of why something has occurred. 

It implies that more than a description is required. 

Illustrate - to clarify by means of an example or visual material. 

-* Justify - to consider the grounds for a decision, for example by 
offering supportive consideration of the logic behind that decision. 
Outline/state - to offer a summary description of the stipulated 
topic area in brief form. 


Many candidates lose marks because they fail to do 
precisely what the examiner requires them to do. 
It is imperative, therefore, to have a sound grasp 
of the differences between the various command 
words. Having established what is required, you need 
to write to the correct depth. For many essay-type 
questions this will be marked using a level of response 
marking scheme. You need to know the difference 
between knowledge and understanding, analysis and 
evaluation. 



Understand the commands 

Learn the commands 

Practise the commands 

Your understanding of these words could 

be the difference in your final grade! 










Levels of response 


Many exam boards now use a ‘ levels of response' marking scheme 
for essay-type answers. In order to obtain a higher level you must 
demonstrate the harder skills such as analysis and evaluation. It is not 
good enough to produce a simple list of facts, as the example below 
demonstrates for a 12-mark question: 


Grade booster 


Illustrate your statement with an example 
drawn from the case study. This will 

ensure you are writing in context! 
k___ 


Level 4 (10-12 marks) Evaluates the problem in context and is able 
to justify or prioritize courses of action. 

Level 3 (7-9 marks) Analyses the problem in context. 

Level 2 (4-6 marks) Applies knowledge and critical understanding to 
the problem. 

Level 1 (1-3 marks) A simple list of facts with little development. 
Demonstrates knowledge and understanding. 

To obtain the highest marks you should practise analyzing and 
evaluating problems, suggesting alternative solutions. Pointing out the 
benefits and drawbacks of recommended courses of action is part of the 
evaluation process that is required for level 4. 

Let us look at some of the higher academic qualities on which you will 
be tested. 


Grade booster 


Only answers in context can achieve 
above level 1! To reach level 4 you must 
provide a judgement, or considered 
conclusion, or weighing up of the 
evidence, or a justified course of action. 


Analysis (breaking down) 

■4 Identification of cause, effect and interrelationships. 

-4 The appropriate use of theory or business cases/practice to 
investigate the question set. 

■4 Breaking down the material to show underlying causes of problems. 
■4 Use of appropriate techniques to analyse data. 


Synthesis (bringing together) 

*4 Building the points/themes within the answer into a connected 
whole. 

■4 Logical sequencing of an argument. 

■4 Clarity through summarizing an argument. 

Evaluation (judgement) 

-4 Judgement shown in weighing up the relative importance of different 
points or sides of an argument in order to reach a conclusion. 

*4 Informed comment on the reliability of evidence. 

*4 Distinguishing between fact and opinion. 

■4 Judgement of the wider issues and implications. 

■4 Conclusion drawn from the evidence presented. 

•4 Selectivity - ensuring material is relevant to the question. 

Analysis and evaluation are the route to top grades in all exams. 


Don't forget 

; Evaluation is a high order skill that leads 
: to high order marks! 
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Short answer and 

extended writing 


Examiner's secrets 


Short answer questions are often 
used as an introduction to a topic 
and give some hint as to the types of 
response required in later parts. Look 
for the connections or theme linking 
the different parts of the question. 

V_____) 


....i Don't forget 

" ..-~ X ---T-'' 

Where a question is divided into two 
parts you should assume that each part 
has an equal mark allocation, unless 
otherwise indicated. 


All exam boards will require you to do short answer 
or restricted response questions. These are often 
comparatively simple but many candidates lose 
marks by not following the command correctly or 
by not recognizing the range of treatment indicated 
by the mark allocation. You will also be required 
to demonstrate the skills of extended or discursive 
writing. Essay-style questions allow examiners to 
discriminate between students by posing problems 
that require them to display higher-level skills. 


Restricted response questions 


These are designed to test recall and comprehension across the whole of 
the syllabus. Although most candidates feel that this is an easy part of the 
examination, many do not have the necessary breadth of knowledge to 
achieve high marks! 

When you answer these questions you should look carefully at the mark 
allocation and the command word. Often no more than one or two concise 
statements are required. 

Thus if you come across a question such as 

‘State two ways in which an office manager may motivate his workers’ 

(2 marks) 

you could respond by writing 

higher levels of pay 
involvement in decision-making 


Watch out! 


Do not spend a lot of time on short 
questions even though you might know 
many details or examples. You have 
approximately three minutes for every two 
marks. Be strict with yourself! 

___ _ _ / 


Here it is fairly obvious that you receive one mark for each brief 
statement you make. 

Words such as State, Give, Name, Outline, List and What indicate a 
simple answer with little development or explanation required. Some 
answers require slightly fuller treatment. Again, the mark allocation and the 
‘command’ words are normally helpful. 

For example, if the question is 

‘Define income elasticity of demand’ (3 marks) 

you are being asked to go further than a statement without explanation. 

Words such as Explain, How, Why, Describe, Define and Compare 
commonly indicate some form of development or explanation in the 
answer. 

Short answer questions often form the first part of a larger question. 

The question is structured so that marks on the first part are fairly easy to 
obtain but later parts become more difficult. Through this ‘incline 
of difficulty’ the examiner is able to distinguish between candidates of 
differing ability. 
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your answer 


Once you have decided what questions you are going to tackle you can 
start to plan your answer. You should plan to allocate an appropriate 
amount of time according to the mark allocation (and also ensure that you 
answer the required number of questions). 

Some candidates, having selected a topic that they understand, 
immediately begin writing. This should be avoided. At A-level the questions 
asked are very specific and are unlikely to be answered directly from the 
notes you have memorized. The examiner is looking for thoughtful, well- 
planned answers. You need to think about how you are going to respond to 
the question set. 

A lot of candidates will write a brief plan at the top of their answer, 
adding to it as they go along. Other candidates will draw a spider diagram. 
Whatever method you use, planning is an effective way of marshalling your 
thoughts. A plan will help to ensure that you 

-* cover all the points you have thought of 
*♦ don’t repeat the same point 

The introduction 

The introduction sets the scene for the rest of the essay. It should be short 
and to the point. You should define any technical terms that are used in the 
question. Where a question can be answered in a number 
of different ways you should explain the approach that you are taking. 

The core 

In the core of your essay you will be developing your major points. It is 
important that these points are developed properly or you will lose many 
marks. Many examiners’ reports criticize students for merely listing a 
large number of points rather than developing the most important ones. 
Remember, providing a list of points with little or no development can 
never provide that depth of analysis or evaluation that A-level Business 
Studies demands. 

You should also consider the order in which you make your points. 

Leave the less important points until later (just in case you run out 
of time). Thus, in a question on why a business might prefer to adopt 
company rather than partnership status, if you believe that limited liability 
is a key consideration it should be mentioned first. 


Grade booster 


Remember - it is always easier to move 
from 0/20 to 5/20 than to move from 
15/20 to 20/20. This is because the marks 
for knowledge and comprehension are 
gained far more easily than the marks for 
synthesis and evaluation. 


Watch out! 


Many candidates lose marks because they 
answer the question they wanted to come 
up rather than the one that did! 


Grade booster 


Examiners regularly comment that 
candidates earned low marks because 
they failed to interpret the key or 
command words in an essay title. Make 
sure you understand what command 
words require you to do (see page 196) 

'-—- -- > 


( Don't forget 

You can also use the introduction to 
indicate the stages that will appear in the 
core of the essay. 


Links 

See page 197, 'Levels of response'. 


Grade booster 


Demonstrate your depth of knowledge. 
Use business terms and concepts. Use 
up-to-date examples or examples from the 
case study to illustrate your points. When 
referring to a theory, identify the author or 
source of that theory. 


The conclusion 

Many students do not leave much time for the conclusion, believing 
that it is of little importance. This is very wrong. In practice, it is the 
conclusion that is the key to gaining high marks. For example, where the 
command words are ‘assess’ or ‘analyse the extent to which’, it is in the 
conclusion that you summarize and make some kind of judgement on the 
relative importance of the various points you have made. 


Watch out! 


Including even one or two appropriate 
sentences in the conclusion may help 
to move you up to level 4 in the mark 
scheme. 








studies 


A case study is a simulation of a 'real life' situation. 
Questions based on the case study seek to test your 
understanding of the syllabus. The examiner expects 
your answer to be related to the case material, but 
business ideas, concepts and theories should always 
substantiate your ideas and arguments. 


Case analysis 


...^ Speed learning 

j In a wide-ranging case study one useful 
mnemonic to ensure you analyse all 
I points is: 

'0! Wots up doc?' 
where: 

0 = objectives 
W = weaknesses 
0 = opportunities 
T = threats 
S = strengths 
Up = underlying planning 
Doc = direction of control 


Take note 

This method of grouping could be 
expanded to cover, for example, buyer 
behaviour, market structure, marketing 
organization, employee motivation, etc. 


Don't forget 

Identifying the problems may be of limited . 
importance in an exam situation, as the 
questions will identify the problem areas 
to consider. 


Getting started 

Examination case studies tend to be about 1,000 to 1,200 words. AS case 
studies commonly relate to operational issues whereas at A2 level the 
cases focus on decision-making, problem solving and strategy. 

You should first read through the case quickly. Don’t stop and ponder. 
The aim of this first reading is to familiarize yourself with the general 
situation before undertaking a more detailed analysis. 

Assessing the situation 

You are now at the stage where you need to become more familiar with the 
information in the case study. This may be done in a number of ways. 

The most popular way is highlighting those aspects of the case study 
which are considered important. 

Another method that students often use is to index information. This 
is done by selecting key ideas, for example marketing or production, and 
indicating by the initial M or P in the margin of the case study any point 
relating to marketing or production. 

This method of grouping information under headings such as 
marketing, accounting, production or human resources can be used as a 
more detailed framework for studying the case. Thus if you were studying 
a case where the emphasis was on marketing, you would be looking for 
information on products, price, promotion, place. 

Not all the information in the case study will be of the same quality or 
have the same degree of precision. Some information will be very concise. 
Distinguish between opinion and fact. Decide which information should be 
treated with caution. 


Identifying the problems 

You will, by now, be very familiar with the case material and will already 
have identified some problems. Now 

1 List all the problems you have identified. Many will be stated 
explicitly in the text. Others, though, will only be identified by the 
careful analysis you have just undertaken. 
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2 Ask yourself whether any of the problems are connected. For 
example, high absenteeism and high labour turnover may (but not 
necessarily) be connected. Equally you may find that one problem 
causes another. Thus low profitability may be caused by poor 
stock control. 

3 Ask yourself - are the problems stated the real problem or the sign 
of a more deep-rooted problem? Thus high labour turnover may 
merely be the outward manifestation of low morale. 


Take note 

Look for the connections. 

Thus increased unit cost may result from 
poor machine maintenance. 


Generating alternative solutions 

Having identified the problem and its cause, we now need to generate 
alternative solutions to that problem. In doing so we need to be clear 
exactly what we are trying to achieve. You should state your objectives, i.e. 
what you are trying to achieve’ and ‘what outcomes you expect’. These 
objectives should be kept in mind at all times. 

For each problem you have identified you need to generate a number of 
solutions. The more alternatives you have to consider, the better the final 
decision is likely to be. 

The subject matter of business studies provides you with a whole range 
of principles, analytical tools, strategies and tactics that have been used 
and found successful in real-life situations. Make sure that your answer 
utilizes business theory. 



_. 


In many case studies questions will have 
different values. Make sure you allocate 
your time accordingly! 

7____, 


Evaluating the alternatives 

The key question to answer is ‘how well does each alternative solve the 
problem? In practice you will find that all solutions have good and bad 
points. None will solve the problem perfectly. You should list the ‘pros’ and 


‘cons’ for each alternative solution before making a decision. Don't forget 

In making a decision between alternatives you will have to assess the 77 777 

impact of each solution on the whole organization. It is important to realize 
that the solution that is best for one department may incur high costs here, 

in the rest of the organization. It may be necessary, therefore, to select a ~~ " ~ 


solution which is less than perfect for that department in order to minimize 
costs elsewhere. 

Evaluation requires you to compare alternatives and justify your choice. 


Examiner's secrets 


For many case study questions there is no 
right answer. The examiner is looking for 
your ability to analyse, evaluate and draw 
conclusions from the case study material. 









Synoptic writing 


. ._j(: The jargon 

Strategy -a medium- to long-term plan 
for the achievement of an objective. 

Objective-a medium- to long-term target 
that provides a sense of direction for an 
organization. 


....( Action point 

Practise writing synoptic questions that 
link different aspects of your course. 

Attempt at least two questions to cover 
each of the categories opposite. 


A key part of studying business at A2 level is to develop 
an integrated approach. Instead of concentrating 
on individual functional areas of a business you 
must adopt an integrated approach, recognizing 
that decisions and actions taken in one part of the 
organization will have direct consequences on other 
areas. For example, increased production will lead 
to overstocking unless additional marketing creates 
further demand. 

All specifications include a minimum of 20% synoptic 
assessment to be taken at the end of the course. 
Synoptic writing is defined as the explicit integration 
of knowledge, understanding, analysis and evaluation. 
It requires you to make connections between different 
topics and to demonstrate the interactive nature of the 
business world. 


The requirements 


Most synoptic units will require you to 

■4 examine the external influences on business activities which affect 
decision-making and the ability of firms to meet their objectives 
■4 recognize the inherent conflict between the different stakeholders in 
a business 

-4 suggest and evaluate possible resolutions of stakeholder conflict 
-> recognize the inter-relationship between a firm’s objectives and the 
operation of an uncertain, dynamic business environment 
■4 devise and evaluate strategies that aim to anticipate, respond to and 
manage a changing environment 

All of these skills must be demonstrated within the context of the question. 


Examples of synoptic studies 


The exam question might focus on one particular area. 

■4 Marketing - analyse and evaluate the effectiveness of different 
marketing strategies, tactics and techniques for a business that is 
trying to adapt to a changing market. 

■4 Operations management - analyse and evaluate the use of different 
management tools to improve the decision-making process to 
achieve higher efficiency and quality. 

•4 Accounts and finance - use and evaluate a range of performance 
measures in a critical manner to assist the achievement of an 
organization’s strategic objectives. 

•4 Human resources - analyse and evaluate the relationship between 
organizational structure, leadership style and motivation and their 
impact on the successful management of human resources. 

•4 External influences - analyse the impact of market change on a 
business, e.g. increased competition from abroad. 









-* Communication - recognize the central importance of good 
communications for the successful achievement of business 
objectives. 

”* Industrial relations - the impact of poor industrial relations on 

productivity, efficiency, morale, motivation, absenteeism and labour 
turnover. 

*♦ Ethics - the role and influence of external pressure groups on 
corporate policy and practices, e.g. the use of genetically modified 
plants in food production. 

*♦ Government policies - increasing legislative demands on firms and 
the implications for location of industry, e.g. call centres re-locating 
to south-east Asia to take advantage of lower labour costs and less 
expensive working conditions. 

"+ Objectives and strategy - refocusing the business towards a new 
opportunity, e.g. the emerging markets of Eastern Europe or the 
growth in low-cost airlines. 


Answering synoptic questions 


Take note of any restrictions in the question and do not stray 
outside them. 

-* Plan your answer carefully - logic rather than length is required. 

Be analytical - look at several alternatives or viewpoints. 

Look to compare and contrast the advantages and disadvantages in 
each alternative strategy with reference to the objectives required. 
-* Be evaluative - in your conclusion weigh up the alternatives and 
make some form of considered judgement. 

Use examples and detail from the context to reinforce your 
arguments and to ensure you are writing in context. 

*♦ Synthesis - be aware that high marks are awarded for the logical 
sequencing of an argument and clarity in summarizing an argument. 


Grade booster 


Solutions without justification will not 
achieve the higher marks awarded in 
level 4. 

v_ 


Good and bad answers! 


A bad answer will 

*♦ show gaps in basic knowledge of business theory 
*♦ write in very general terms basing answers on general knowledge 
-» fail to relate answers to the case study 
”* fail to read the synoptic material carefully 
make assertions without justification 

A good answer will 

-* use relevant business theory to underpin arguments, e.g. Porter, 
Ansoff 

write specifically about the scenario 
-* identify the key personnel and key issues 

-* identify the advantages and disadvantages of different strategies 
-» justify the chosen solution 







Glossary 


The following list contains some of the terms you 
should be familiar with. The list is not exhaustive 
- keep your own glossary of other concepts you 
encounter. 

audit 

An independent check on an organization’s accounts. 

average cost 

The total cost divided by the number of units 
produced. Also referred to as unit cost. 

average rate of return 

The average annual profit of an investment expressed 
as a percentage of the sum invested. 

balance sheet 

A statement of an organization’s assets and liabilities 
at a particular point in time. The liabilities (capital 
employed) must be equal to the assets of the 
business (the assets employed). 

batch production 

The production of a limited number of similar 
products. At each stage of production the whole 
batch will be processed before passing on to the 
next stage. 

benchmarking 

The setting of standards based on the best practice 
observed in the industry. 

break-even 

The output level where total revenue is just sufficient 
to cover total cost. 

budget 

A financial plan that details the expected revenue and 
costs in a future trading period. 

bureaucratic leadership 

The leader emphasizes the importance of following 
rules and procedures. Where rules and procedures 
are inapplicable, the bureaucrat is unable to exercise 
leadership. 

business culture 

An unwritten code that affects attitudes, decision¬ 
making and management style within an organization. 

business cycle 

The regular pattern of upturns and downturns in 
economic activity. 

CAD 

Computer aided design - the use by designers of 
multidimensional images to assist product design. 

CAM 

Computer aided manufacture - the use of computers 
to manage and control the production system. 


capacity utilization 

The extent to which the maximum capacity of a 
business is being used. It is calculated by expressing 
the actual output as a percentage of the maximum 
output. 

cartel 

An illegal agreement by firms to control output and 
prices. 

cell production 

The division of production into small, self-contained 
units. 

competition 

The rivalry between firms trying to win our custom. 

competitive advantage 

Organizations achieve a competitive edge over their 
rivals through the possession of some assets or 
attributes. For example, low cost plants, reputation 
for quality, innovative products, brand names. 

core activities 

The firm’s activities seen as central to its corporate 
strategy. 

corporate plan 

The formulation of an organization-wide strategy 
to meet that organization’s objectives. Functional 
objectives must contribute to the attainment of the 
overall strategy. 

creditor 

A person or organization to whom you owe money. 

critical path analysis 

The process of breaking down a project into its 
component parts, placing them in sequence along 
with the appropriate duration. The shortest possible 
route through the project is the critical path. 

debenture 

A fixed interest, long-term loan secured against the 
assets of the business. 

debtor 

A person or organization that owes you money. 

Delphi technique 

A form of subjective long-range forecasting produced 
by a panel of experts reaching a consensus view. 

demand 

The desire to own a good or service. 

de-skilling 

The process of breaking down a job into smaller 
parts, thus making it easier to perform. It enables the 
firm to use less skilled and therefore cheaper labour. 

distribution channel 

The process by which goods move from maker to the 
consumer. 





division of labour 

The breaking down of work into smaller parts. By 
specializing in a specific job the worker becomes more 
familiar with the task and therefore more productive. 

economies of scale 

The advantages available to larger scale fims that 
cause the average costs to be reduced, e.g. larger 
discounts for buying raw materials in bulk. 

elasticity of demand 

A measure of the degree of responsiveness of demand 
for a product to a given change in some economic 
variable - especially its own price. 

empowerment 

Providing subordinates with the authority to decide 
the tasks to be done and how to do them. It is wider 
than delegation. 

entrepreneur 

Individual creating a business and accepting the 
associated risks. 

EPS (earnings per share) 

A ratio that shows the after-tax profit that is available 
for distribution to shareholders. 

externalities 

Costs or benefits borne by society as a result of a 
firm’s activities (e.g. pollution). 

factoring 

A service that allows an organization to receive 
up to 80% of its invoiced sales immediately in 
cash and the balance less commission when the 
invoices fall due. 

fixed costs 

Those costs that do not alter in the shot term in 
relation to changes in ouput. 

flexible working 

Practices introduced by management to achieve 
a more efficient use of human resources. 

flow production 

The manufacture of an item in a continually moving 
process where one stage is linked to another in a 
constantly moving stream. 

footloose business 

A firm that has no commitment to a particular 
location and can operate in a variety of areas. 

franchise 

A business based upon the name and operating 
method of an existing successful business. 

free trade 

The export and import of goods and services without 
any form of hindrance (e.g. tariffs or quotas). 

grapevine 

The network of informal communication within an 
organization. 


historical cost 

The original purchase price paid for an asset. 

investment appraisal 

A variety of techniques that allow different 
investment opportunities to be ranked in order of 
desirability. 

JIT (just in time) 

A system that attempts to minimize the amount of 
stocks required at all stages of production so as to 
reduce the costs of stockholding. 

job production 

The production of one-off unique items to the specific 
requirements of a customer with very little chance of 
a repeat order. 

joint consultation 

Meetings between management and workers to 
discuss issues other than those related to collective 
bargaining. 

kaizen 

A Japanese term for continuous improvement. 

lean production 

The elimination of all ‘waste’ from the mass 
production system. 

limited liability 

The restriction of a shareholder’s responsibility for 
the debts of a business to the amount invested. 

margin of safety 

The amount that sales can fall before an organization 
reaches its break-even level of output. 

market leader 

The firm that holds the largest market share. This 
position is often achieved by establishing some 
competitive advantage over its rivals. 

market orientation 

The strategic thinking that puts the consumer at the 
centre of all that the organization does. 

marketing mix 

The variables, product, price, promotion, place, 
through which the firm carries out its marketing 
activities. 

matching concept 

The allocation of costs and revenue to the period in 
which they were incurred or earned. 

matrix organization 

A project-based organization structure cutting across 
departmental boundaries. 

multinational 

A firm having manufacturing bases throughout 
the world. 

net present value 

The current value of a series of future cash flows 
associated with an investment. 
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niche market 

A narrow and well-defined segment of the market. 
Many smaller specialist firms survive by targeting 
such a segment. 

non-verbal communication 

Communication through body language. 

oligopoly 

A market structure where a few large firms supply 
the bulk of industry output. A key feature is that the 
actions of one firm will affect all other suppliers in the 
market. 

outsourcing 

The hiving-off of non-core activities and sub¬ 
sequent purchase from outside the organization. 

overdraft 

A facility provided by banks that allows an organiza¬ 
tion to withdraw funds from their account up to an 
agreed limit. 

payback 

An investment appraisal technique that calculates the 
minimum period for a project to repay the cost 
of its initial investment. 

P/E (price/earnings) ratio 

A ratio that shows how highly the stock market 
values an organization’s shares. Calculated using 
the equation P/E = market share price + EPS. 

primary research 

The collection of first-hand information that is 
directly related to the firm’s particular product, 
market and customers. 

profit 

The residue after costs have been deducted from 
revenue. Within a market it is a spur to efficient use of 
resources. 

profit sharing 

The distribution of a portion of the firm’s profits to its 
employees. It is thought to improve employee loyalty 
and productivity. 

public interest 

A test often used in competition policy to determine 
whether the actions of a firm are good or bad when 
considering efficiency or consumer interests. 

quality circles 

Informal discussion groups that meet regularly to 
identify quality problems and alternative solutions. 

ROCE 

Return on capital employed - a measure of the profit 
generated from the capital invested in a business. 


satisficing 

A compromise strategy that takes account 
of the objectives of several stakeholders 
rather than just profit maximizing for the 
shareholders. 

secondary research 

The collection of data from second-hand resources 
such as reference books, government publications 
or market intelligence reports. 

segmentation 

Breaking down a market into smaller parts with 
recognizable characteristics. 

single market 

The removal of barriers to the movement of goods, 
labour and capital to create a single market within the 
EU. 

sponsorship 

A means of promoting a product, service or 
organization through the provision of finance 
to help an event take place. 

stakeholders 

Any person or group of people who have an interest 
in a firm’s performance. 

supply 

A firm’s willingness to produce those goods 
demanded by consumers. 

total quality management (TQM) 

A business culture that concentrates on persuading 
all employees to adopt working practices that place 
the accent on quality. 

turnover 

Another term for sales revenue. 

variance 

The amount an actual figure differs from a budgeted 
figure. 

wholesaler 

A business which buys goods in bulk which it then 
sells on to retailers in smaller quantities. 

work to rule 

Refusal by employees to undertake work outside the 
terms of their job description. 

workers' co-operative 

An organization that is owned and controlled by 
those who work in it. 

working capital 

The finance needed for the day-to-day running of a 
business, defined as current assets minus current 
liabilities. 
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